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INTRODUCTION 


On March 15, 1935, the President approved a joint resolution of the 
Congress, 1 “authorizing the Federal Communications Commission to 
investigate and report on the American Telephone & Telegraph Co. 
and all other companies engaged directly or indirectly in telephone 
communication in interstate commerce, including all companies 
related to any of these companies through a holding company struc- 
ture, or otherwise.’ ’ The purpose of the resolution was to secure 
information on the telephone industry, particularly the American 
Telephone & Telegraph Co., “in aid of legislation by the Congress and 
for the use of governmental agencies, including State regulatory com- 
missions. for the information of the general public, as an aid in provid- 
ing more effective rate regulation, and for other purposes in the public 
interest.” The resolution was drawn in broad terms, authorizing 
the Commission to investigate and report to the Congress on the fol- 
lowing general matters, among others, relating to interstate telephone 
operations: Corporate and financial history; capital structure; inter- 
company relationships; service contracts; accounting methods; 
apportionment of investment, revenues, and expenses between State 
and interstate operations; policies and practices; methods of competi- 
tion; the effect of monopolistic control upon the reasonableness of 
telephone rates and charges; and the reasons for the failure generally 
to reduce telephone rates and charges during the years of declining 
prices. 

The resolution appropriated the sum of $750,000 to carry out the 
mandate of Congress. Two additional appropriations were made, 
one for $400,000, effective June 22, 1936, and one for $350,000, 
effective February 9, 1937. 2 

The benefits to users of telephone service since the passage of the 
resolution may be summarized as follows: Long distance telephone 
rates have been reduced substantially. Subsequent to the issuance 
of an order of investigation of the interstate toll rate structure by the 
Telephone Division on September 9, 1936, and as the result of nego- 
tiations between representatives of this Commission and the American 
Telephone & Telegraph Co., long distance telephone rates were 
reduced on a basis equivalent to an estimated saving to the public 
of $12,235,000 per annum. Other reductions of lesser amounts 
were made effective during the period from June 1, 1935 to January 
15, 1937, the total effect of all reductions being estimated to amount 
to about $24,000,000 per annum. Other benefits to customers of the 
telephone system may be attributable to some extent to the activities 
of the Commission such as (1) revision of wire service charges to 
radio stations; (2) reduction or discontinuance of extra charges for the 
so-called hand-set telephone; (3) reduction in the interest rate paid by 

1 Public Res 8, 74th Cong.. 49 8tat. 43. A copy of the resolution is set out in appendix 1. 

* Of this sum, I1W.OOO was set aside by the Federal Communications Commission to support a technical 
unit designated as a Rate and Research Department, to study general telephone rate problems. A brief 
discussion of the work of this Department is included in ch. I, pt. II, of this report. 
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the associated companies on advances from the American Tele- 
phone & Telegraph Co.; and (4) liberalization of the policy of the 
Western Electric Co. in selling certain telephone devices to con- 
necting companies. 

The work of the investigation was confined largely to a study of 
the American Telephone & Telegraph Co. and certain of its subsidiary 
and related companies. The resolution directed specific attention 
to the American Telephone & Telegraph Co., although the activities 
of all telephone companies operating interstate were included therein. 
Due to limitations of time, funds, and personnel, such a comprehensive 
study of all companies was not practicable. Telephone companies 
other than the Bell System Cos. have been studied only to the 
extent that their activities have had a direct bearing on the activities 
of the American Co.. Inasmuch as the latter company controls more 
than 85 percent of the telephone businesss in this country, 8 the investi- 
gation made covers the larger part of the telephone industry. 

Pursuant to General Order No. 1, dated July 17, 1934, organizing 
the Divisions of the Commission, the Telephone Division had and 
exercised the jurisdiction of the Commission over all matters relating 
to telephone communication, including the conduct of the investiga- 
tion. The Telephone Division, accordingly, by its Order No. 13, 4 
adopted on March 4, 1936, prescribed the procedure to govern the con- 
duct of the investigation, and the investigation was conducted by the 
Telephone Division in accordance with the procedure so prescribed. 

At the close of the hearings it was announced that the American 
Telephone & Telegraph Co. would be permitted to submit state- 
ments in writing pointing out any inaccuracies in factual data or 
statistics in the reports introduced in the hearings or in any testi- 
mony in connection therewith, provided that such statements were 
confined to the presentation of facts and that no attempt would be 
made therein to draw conclusions therefrom. It was further an- 
nounced that the statements to be submitted should be properly 
verified and should refer specifically by page number to the matter 
in the report or transcript sought to be corrected. September 30, 
1937, was fixed as the time limit within which such statements might 
be filed. 

The company submitted a series of unsigned, unattested memoranda 
designated as “comments’ ’ upon the reports submitted in evidence by 
members of the investigation staff. The documentary material 
submitted by the company under the designation “Comments” did 
not conform to the requirements laid down by the Telephone Division 
as outlined above. The comments were not verified ; they were not 
filed within the time limit fixed ; and they contained much argumenta- 
tive material and unsupported assertions in addition to corrections 
of factual or statistical data. Inasmuch as they did not comply with 
the Telephone Division requirements as to the matter to be contained 
therein they were not made a part of the record as requested by the 
company. These comments were, however, considered, insofar as 
they related to corrections of factual or statistical data, in the prepara- 
tion of both the proposed report and this report to the Congress. 

3 See testimony of Walter S. Gifford, president of the American Telephone <Sc Telegraph Co., in hearings 
before the Committee on Interstate and Foreign Commerce on H. H. 8301, 73d Cong., 2d sess. 

4 A copy of Telephone Division Order No. 13 is included as appendix 4. 
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On October 14, 1937, the Commission directed Commissioner 
Paul A. Walker, chairman of the Telephone Division to prepare a 
report of the telephone investigation, pursuant to Public Kesolu- 
tion No. 8, for submission to the Congress. The Telephone Division 
of the Commission was abolished on November 15, 1937. A report 
was prepared under the direction of Commissioner Walker and was 
submitted on February 23, 1938, to the Commission for adoption. 
That report was subsequently forwarded to the Congress and has since 
been printed as the “Proposed Report, Telephone Investigation”. 6 

Subsequent to the submission of the proposed report, the Com- 
mission authorized the filing of a brief by the Bell System Cos. 
and also oral argument on the proposed report, if desired. A brief 
was filed but the companies did not avail themselves of the oppor- 
tunity for oral argument. The brief submitted on behalf of the 
Bell System Cos. has been considered in the preparation of this 
report. 

The subject matter of the report is treated under two general 
subdivisions. Part I of the report seeks to present the facts devel- 
oped by the investigation without conclusions or comment except 
insofar as this may be necessary to explain the facts. Part ll 
contains a discussion of current regulatory problems; summary and 
findings; and conclusions and recommendations of the Commission. 

1 Proposed Report, Telephone Investigation, U. 8. Government Printing Office, 1938 
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PREFACE 


SCOPE OF THE BELL SYSTEM 

The Bell System, with over $5,000,000,000 of consolidated gross 
assets under the direct or indirect control of American Telephone & 
Telegraph Co., constitutes the largest aggregation of capital and re- 
sources that has ever been controlled by a single private company at 
any time in the history of business. Tne system consists of over 200 
corporations directly and indirectly controlled by the American Tele- 
phone & Telegraph Co. This company controls between 80 and 90 
percent of local telephone service 1 and 98 percent of the long distance 
telephone wires of the United States, 2 including practically all wire 
facilities used in radio program transmission. 8 The Bell System owns, 
leases, and operates about 15,000 teletypewriter machines (as com- 
pared with over 17,000 machines controlled by the telegraph com- 
panies) and gives the only teletypewriter exchange service (TWX) 
m the country. In addition, there are some 3,500 Morse telegraph 
machines used in the service of Bell Companies or leased for private 
line service. Transoceanic two-way radiotelephone service is a mo- 
nopoly of the Bell System. 4 A large part of press news and telepho- 
tograph service makes use of Bell plant and service. Thus, wdth the 
exception of wire and radio telegraph service, most of the commercial 
communication services by wire and radio, including the domestic 
network for the transmission of broadcasts, is controlled by the 
American Telephone & Telegraph Co. 5 

The Bell System also manufactures, in the plants of Western 
Electric Co., a subsidiary of the American Co., approximately 90 
per cent of tne telephone equipment produced in the United States. 
Western Electric not only manufactures some 90 percent of the tele- 
phone equipment produced in the United States, but a good part of 
the rest manufactured by others is purchased by Western for associ- 
ated Bell Telephone companies. Western Electric formerly acted as 
a purchasing agent for and now sells to the associated companies 
practically all of their requirements of equipment and supplies of 
other than Western Electric manufacture. 6 

The American Telephone <fc Telegraph Co. controls the supply of 
teletype machines, through Teletype Corporation, which it acquired 
in 1930 and transferred to its subsidiary, the Western Electric Co. 
Many motion-picture producers in the United States have, since 1926, 
used Western Electric sound-recording equipment; and a large num- 
ber of motion-picture houses use sound reproduction equipment 7 

i The Bell System controls 83 percent of telephone stations in service, 01 percent of total telephone plant 
and 00 percent of total telephone revenues in the United States. See exhibit 50, tables 1, 2, 3, and 3a, pp 0, 
8, 10. and 11. respectively. 

* ibid., table 4, p. 15. 

* See infra, ch. 13. 

* See infra, ch. 12, sec. 2. 

1 For a discussion of centralisation of control in the Bell System, see ch. 4. 

* For a further discussion of this relationship, see infra, p. 30 and ch. 10, p. 315. 

1 There were 5,310 motion-picture houses on June 20, 1035, which were using Western Electric equip- 
ment. See exhibit 1046- C, appendix B. 
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manufactured by Western Electric Co. and leased from a subsidiary, 8 
Electrical Research Products, Inc. (E. R. P. I.). Electrical Research 
Products, Inc., competes for this business 8 with Radio Corporation 
of America and others. In addition to the manufacture, lease, and 
servicing of recording and reproducing equipment for picture exhibi- 
tion, E. R. P. I. has engaged directly or through subsidiaries in the 
consulting business with reference to technical problems in motion- 
picture production, has serviced reproducing equipment in theaters, 
and has undertaken to promote and finance industrial and educational 
pictures. In some instances, it has also advanced millions of dollars 
to producers and exhibitors of sound motion pictures using Western 
Electric equipment. 

The growth of the Bell System and its success in occupying almost 
the entire telephone field in the United States has been founded from 
its earliest days largely upon patents. This has been true not only 
in the telephone field, but in other fields as well. 10 The Bell System 
owns or controls patents for instruments of many kinds used in the 
electrical arts, surgery, medicine, etc. Many of these nontelephonic 
products are manufactured and sold or leased by Western Electric 
Co. or its subsidiaries. These products have from time to time com- 
prised radio transmitting and receiving equipment, therapeutic de- 
vices, audiophones, public-address equipment for indoor and out- 
door use, photoelectric cells, oscillators, race-timing equipment, mag- 
netic alloys, and permalloy. With respect to some of these devices 
outside the field of telephony, Western Electric Co. has had a power- 
ful or dominating, if not always controlling, position by virtue of ex- 
clusive manufacturing rights, control of patents, or exclusive licensing 
agreements. 

In addition to operation of telephone service and manufacture of 
telephone equipment and apparatus and a variety of nontelephonic 
products, the Bell System has been engaged for a long time in research 
and development in the field of electrical transmission and acoustics. 
This work was first carried on by Western Electric Co. and the Amer- 
ican Co. Since 1925 the Bell Telephone Laboratories, Inc., 11 has car- 
ried on research in a variety of specialized fields, such as electronic 
physics, chemistry, magnetics, optics, radio, applied mathematics, 
speech and hearing, conversion of energy between acoustic and elec- 
trical systems, the generation and modulation of electrical currents, 
and instruments for the transmission of intelligence. It has carried 
on experiments also in the development and design of apparatus for 
wire or radio telephony, broadcasting, telegraphy, sound recording and 
reproduction, telephoto service, and therapeutic equipment. Mate- 
rials and manufacturing methods are studied at the bell Laboratories, 
and specifications are prepared which the American Co. standardizes 
throughout the Bell System. 12 

The economic influence of the Bell System is felt in many ways. 
Its policies affect the interests of millions of telephone users who ob- 
tain their service from the more than 15,000,000 stations of the com- 
panies constituting the Bell System. It is the largest private em- 

1 See sec. 3 of this chapter for a brief description of Western Electric subsidiaries. 

• For a discussion of Boll System policies and practices in this field, see infra, ch. 14. 

10 For a discussion of Bell System patent policies, see infra, ch. 8. 

u Jointly controlled by American Telephone <fc Telegn ph Co. and its subsidiary, Western Electric Co. 

i* For a discussion of Bell System research policies, see infra, ch. 7. 
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ployer of labor. In 1929 it employed approximately 450,000 people; 
m 1937, about 320,000 people. The number of investors in Bell Sys- 
tem bonds and stocks is very large, approximating three-fourths of a 
million. Even though the average holdings are very small, in the 
aggregate they represent a substantial public interest m the affairs of 
the system. As a purchaser of goods and services, the system has 
broad ramifications. Annual expenditures of the Bell System for 
goods and services total hundreds of millions of dollars and affect 
many classes of labor and many raw materials. As a bank depositor 
using more than a fourth of the active banks of the United States, as 
a purchaser of insurance, and in other commercial relations, the Bell 
System affects widely the economic life of the country. 
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CHAPTER 1 

CORPORATE HISTORY OF THE BELL SYSTEM 


SECTION 1. CORPORATE HISTORY OF THE PARENT 

COMPANY 

The Bell System, in its present organization and scope, is the 
result of a continuous development of over 60 years, spanning the 
life of telephony as a means of human communication. In this 
chapter a brief history is given of the corporate vehicles which were 
employed from time to time to carry out the aims of Bell System 
managements. The material presented is in the main descriptive. 
Reference to policy matters is made only insofar as it is necessary to 
explain corporate history. The purpose of this corporate history is 
to give a background to the organization and structure of the system 
through which the policies described later in this report have been 
effectuated. 

Corporate History (1875-1900). 

The parent organization of the Bell System is today the American 
Telephone & Telegraph Co. This company controls, through stock 
ownership and contracts, the major portion of the telephone business 
in the United States, in addition to other activities described above. 
The American Co. has been the principal holding company in the 
Bell System only since 1900, although it was organized m 1885. 
Ffom jhe dat e of its organization jbo_19 00, it was engaged principally 
in long-distance^ tele pho ne" communication. Puring that period i t 
q peTatecTas a su bsi diary of the Ame ncan JBell Telephone Co ^Twhich 
w as tHe~controffmg^bm p^ ny in f-h^Rall System frnmT i ftSfTT n igoo, 18 

Alexander Graham Bell obtained his basic patent on a telephone 
on March 7, 1876. 14 Claim 5 of this patent covered “the method of, 
and apparatus for, transmitting vocal or other sounds telegraphically, 
as herein described, by causing electrical undulations, similar in form 
to the vibrations of the air accompanying the said vocal or other 
sounds, substantially as set forth.” A second patent was issued to 
Bell on January 30, 1877, which covered the structural aspects of the 
magneto telephone in considerable detail. 1 * After the settlement 
with Western Union in 1879, these two patents formed the basis of 
the Bell System monopoly in ^ the telephone field which existed until 
the expiratio n of these patentsmi 1893 and 1894. 

» The succession of the Bell System parent companies is given graphically in chart 1, p. 2. Pertinent 
data supporting chart 1 are summarized in table 1, p. 4. 

m Patent No. 174465. 

>• Patent No. 186787. 

1 


Digitized by CjOOQie 



2 


INVESTIGATION OF THE TELEPHONE INDUSTRY 


Chart 1 


HISTORICAL CHART OF THE PARENT ORGANIZATIONS 
OF THE BELL SYSTEM 



Legend: » Transfer of nsseis. 

»— - - Licensee company. 

Note.— A ll stock of corporations is $100 par. 

1 Includes 14,000 shares of trustee stock held by National Bell Telephone Co. 
8ource: Exhibit 2096-^A, chart 1, p. 13. 
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V At jfirst Alexander Graham Bell had to “sell” the idea of the tele- 
phone^to an incredulous public. After his invention was conclusively 
proved to be practicable, however, other inventors and financial in- 
terests immediately became interested in the establishment of tele- 
phone communication. It is reported that, in 1877, the Western 
Union Telegraph Co. declined to buy Bell’s patents for the sum of 
$100, 000. 16 A year later, however, realizing the competitive poten- 
tialities of telephones in the local telegraph field, the Western Union 
organized a subsidiary which acquired certain patents from Elisha 
Gray, Thomas A. Edison, Dolbear, and others, and entered the 
telephone business in competition with the struggling Bell interests. 17 

During the latter part of 1879 the competition of the powerful 
Western Union interests was eliminated by a contract dated Novem- 
ber 10, 1879. 18 Numerous other competitors also were eliminated 
as a result of the forceful and vigorous manner in which the Bell in- 


terests enforced their patent rights through infringement suits. The 

S iuestion of the priority of Bell patents was finally adjudicated in 
avor of the Bell interests in 1888 by the Supreme Court of the 
United States . 18 


From 1875 to 1900, several predecessors of American Telephone & 
Telegraph Co. were organized in succession, to exploit commercially 
the new means of communication. These predecessor companies will 
be described briefly. 

Bell Patent Associaiion (1875 ). — The first germ of a business organ- 
ization for the commercial development and exploitation of the tele- 
phone appears to have been a verbal offer, made by Thomas Sanders 
m the autumn of 1874, to supply Alexander Graham Bell with money 
needed for his experiments, which were then being conducted in 
Boston. In return for his assistance, Sanders was to receive a share 
in any patent rights which might result from those experiments. 
Gardiner G. Hubbard made a similar offer to Bell a short time later. 
These two offers and Bell’s acceptances were embodied in a written 
agreement, dated February 27, 1875, which provided that Sanders 
and Hubbard were each to furnish one-half of the money needed for 
the perfecting and patenting of Bell’s inventions, and that the three 
should together own any patents resulting from Bell’s researches. 
This agreement provided also that if the inventions proved to have 
commercial value, a company was to be organized to control and 
manage the patents, 20 each of the three owning one-third of the stock 
of the new company. 



»* 8ee The Birth and Babyhood of the Telephone, by Thomas A. Watson, p. 24. 

1 7 New York Investigation, 1010, pp. 416-417, 644. The extent of this competition and the settlement 
in 1679 will be discussed elsewhere. See ch. 5. 

11 See ch. 5. For copy of this contract, see exhibit 1360-C, appendix 7. 

»* 126 U. S. 1. 

* For copy of the memorandum of agreement signed by the three Bell associates, see exhibit 1360-0, 
appendix 1. 
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Table 1 . — Summary data on the corporate history of American Telephone & Tele- 
graph Co. and predecessors , years 1875-1935, inclusive 





Date of ter- 

Authorized capital 







Item 

Name 

Date of or- 
ganization * 

mination 
as active 
organiza- 

Par value 
of each 
share 

Number of shares 




tion 

Original 

Final 


(a) 

(b) 

(0 

(<0 

(«) 

< f ) 

1 

Bell Patent Association _ 

Feb. 27,1875 
July 9, 1877 
Feb. 12,1878 

July 1877.. 
July 1878.. 
March 
1879. 


m 

0) 

5.000 

2.000 

2 

3 

Bell Telephone Co. (Massachusetts) . 
New England Telephone Co. 
(Massachusetts). 

*L 

4 

Bell Telephone Co. (Massachusetts). 

July 30,1878 

...do 

100 


4,500 

5 

National Bell Telephone Co. 

Mar. 13, 1879 

May 1880. 

100 


8,500 


(Massachusetts). 


6 

American Bell Telephone Co. 

Apr. 17,1880 

December 

100 




(Massachusetts). 

1899. 


7 

American Telephone A Telegraph 

Mar. 3, 1885 4 

Present 

100 

1,000 

•25,000,000 


Co. (New York). 


company. 



* Date on which the certificate of incorporation was filed and recorded by the secretary of the State or 
Commonwealth, except for the two associations. 

* Only an association, not a joint-stock company. 

* No stated par value. The organization was an unincorporated Massachusetts voluntary association. 

4 Originally organized as the Long Lines subsidiary of American Bell Telephone Co., American Tele- 
phone <& Telegraph Co. became the controlling company of the Bell System upon consolidation with 
American Bell as of Dec. 30. 1899. 

•The last increase in authorized capital stock was effected by a certificate filed Apr. 1, 1931, with the 
secretary of state of New York. 

Source: Exhibit 1360-A, table 1, p. 8. 


BeU Telephone Co. {Massachusetts association) {1877 ). — After the 
basic Bell patents were granted, a new company was organized for the 
purpose of commercial exploitation. The Bell Telephone Co., a 
Massachusetts voluntary association, was formed on July 9, 1877, 
with Gardiner G. Hubbard as trustee. All three members of the 
Bell Patent Association assigned their rights under the Bell patents 
to the trustee, who had the responsibility of developing them com- 
mercially. The trustee agreed to conduct the telephone business of 
the Bell Telephone Co. under regulations established by a board of 
managers, which consisted of Gardiner G. Hubbard, Alexander 
Graham Bell, Thomas Sanders, Thomas A. Watson, and Charles E. 
Hubbard. 21 

New England Telephone Co. {1878 ). — Hubbard and Sanders were 
financing Bell's experiments and the early exploitation of the tele- 
phone. Their resources, however, were insufficient, particularly 
when a year later, in 1878, Western Union Telegraph Co. invaded 
the field of telephone communication through the Gold & Stock Co. 
and the American Speaking Telephone Co. The Bell interests were 
in dire need of financial assistance. This was obtained from friends 
and relatives of Thomas A. Sanders. Among the new supporters were 
Geoige L. Bradley, Charles S. Bradley, William G. Saltonstall, George 
Z. Silsbee, and later, Richard S. Fay and William H. Forbes. A new 
company, the New England Telephone Co., was organized under the 
laws of Massachusetts in Februaiy 1878 for the purpose of developing 
the telephone commercially in New England. This company had a 

u The 5,000 shares of the Bell Telephone Co., were divided as follows: Gardiner G. Hubbard, 1,387; 
Gertrude McC. Hubbard, wife of Gardiner G., 100; Mabel G. Bell, daughter of Gardiner G. and wife of 
Alexander Graham Bell, 1,497; Thomas Sanders, 1,497; Thomas A. Watson, 499; Charles E. Hubbard and 
Alexander Graham Bell, 10 shares each. This distribution of stock gave the Hubbard family control of 
Bell's telephone inventions. 
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capitalization of 2,000 shares of $100 par value each. Of this capital 
stock, 1,000 shares went to the Bell Telephone Co., with Gardiner G. 
Hubbard as trustee, in exchange for the right to operate in New 
England under the Bell patents. The remaining 1,000 shares were 
sold for $50,000 cash, to be used as working capital by the New 
England Telephone Co.^ 2 The New England Telephone Co. had the 
following officers: Gardiner G. Hubbard, president; Thomas Sanders, 
treasurer; Charles Eustace Hubbard, clerk; and George L. Bradley, 
general agent. 

BeU Telephone Co. (< corporation ) (1878). — On July 30, 1878, four 
months after the organization of New England Telephone Co., the 
Bell Telephone Co . 23 was incorporated under the laws of Massachu- 
setts, to exploit the Bell inventions in territories other than those 
assigned to the New England Telephone Co. The new corporation 
was capitalized at $450,000, with 4,500 shares of $100 par value each. 
Of this stock, 3,000 shares were issued to the Bell Telephone Co., the 
association, in exchange for its patent rights. Sanders paid $25,000 
for 1,000 shares, and the remaining 500 shares were sold for $25,000. 
Thus, a total of $50,000 of new capital was realized. The Bell 
Telephone Co. manufactured the telephone instruments and leased 
them to licensees in territories outside of New England. The New 
England Telephone Co. purchased the telephone instruments from 
the Bell Telephone Co. and similarly leased them to licensees in New 
England. 

National BeU Telephone Co. (1879). — As a result of the financing in 
1878, certain new interests came into control of the Bell Telephone 
Co. and the New England Telephone Co. 24 They proceeded to con- 
solidate these organizations with the purpose of unifying control and 
obtaining additional capital. They mcorporated the National Bell 
Telephone Co. under the laws of Massachusetts on March 13, 1879, 
“to manufacture, sell, and rent telephones and their appurtenances, 
and to build, maintain, and operate lines for the transmission of 
messages by electricity or otherwise.” 26 The new company was 
capitalized at $850,000, with 8,500 shares of $100 par value each. 
Of this stock, 2,000 shares went to the New England Telephone Co., 
and 4,500 shares to Bell Telephone Co., for distribution to their stock- 
holders, share for share, in exchange for the patent rights and property 
of these two companies. The remaining 2,000 shares of stock were 
later sold for $429,831 .25 cash. 2 ® 

American Bell Telephone Co. (1880). — The elimination of the 
competition by Western Union interests as a result of the contract, 
of November 10, 1879, 27 created need for further capital for expansion 
of telephone service. To meet this need, a new corporation was 

» Exhibit 1360-A, pp. 15-16. 

» The officers of this company were Gardiner O. Hubbard, president; Thomas Sanders, treasurer; 
Charles Eustace Hubbard, cleric; and Theodore N. Vail, general manager. Gardiner G. Hubbard, who was 
Congressman from Massachusetts, had obtained the services of Theodore N. Vail, who had been general 
superintendent of the Railway Mail Service of the United States Post Office Department. For discussion 
of the control of Bell Telephone Co., see ch. 4. 

* See infra, p. 84. 

*» See exhibit 1360-A, p. 21. 

* Of these 2,000 shares, 750 shares went to the money-subscribing stockholders of the Bell Telephone Co. 
on a 2-votes-to-a-share basis at $50 per share; 750 shares were sold at an average of about! 123 per share; and 
500 shares were sold in December 1879 and January 1880 to stockholders pro rata at $600 per share. At the 
organisation of the National Bell Telephone Co., William H. Forbes was elected president; Charles E. 
Hubbard, clerk; George L. Bradley, treasurer; Theodore N. Vail.general manager; and Alexander Graham 
BeU, electrician, 'he executive committee consisted of W r illiam H , Forbes, Gardiner G. Hubbard, Thomaa 
Sanders, Richard 8. Fay, and Francis Blake, Jr. (See exhibit 1360-A, p. 22.) 

» See ch. 5. 
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created by a special act of the Massachusetts Legislature. 28 The 
American Bell Telephone Co. was formed on April 17, 1880, 22 for the 
purpose of owning, operating, and licensing electric speaking tele- 
phones and other apparatus and appliances pertaining to the trans- 
mission of intelligence by electricity. It was also given power to 
own stock without limit in its own licensees wherever they may have 
been operating, but could not own stock exceeding 30 percent of the 
total capital stock of other corporations doing business in Massa- 
chusetts, except those engaged solely in the manufacture, sale, or 
manufacture and sale, of electrical apparatus. 

The development of the telephone business proceeded energetically 
under the leadership of the American Bell Telephone Co. Theodore 
N. Vail, the general manager, had already formulated his conception 
of an interconnected telephone system by means of long-distance lines. 
The prospects of this business appeared so promising, and in order 
that its development might be carried on by a corporation unham- 
pered by the restrictions of Massachusetts statutes, a new corporation, 
the American Telephone & Telegraph Co., was incorporated in New' 
York in 1885 as a subsidiary of the American Bell Telephone Co. to 
operate long-distance telephone lines. Vail was its first president. 
Its original function was to interconnect local exchange areas of the 
Bell licensees and also to provide private lines for long distance com- 
munication. The new company took this business over from the 
American Bell Telephone Co. The latter confined its activities from 
then on to the licensing of local companies, the ownership of the 
telephone instruments, investment in licensees, and assistance and 
supervision of operating companies, to keep this new and untried 
means of communication in a commercially acceptable operating 
condition. 

This corporate arrangement lasted until 1900, with the American 
Telephone & Telegraph Co. developing the new long-distance tele- 
phone business and American Bell discharging the functions of a hold- 
ing company. In 1899 the American Bell Telephone Co., which had 
been the parent organization up to that time, sold all of its assets to 
the American Telephone & Telegraph Co., its subsidiary, offering to 
its stockholders tw r o shares of American Telephone & Telegraph Co. 
stock in exchange for one share of American Bell stock. 30 As a result 
of this transaction, the American Telephone & Telegraph Co. emerged 
as the parent company in the Bell System, combining the functions 
previously exercised by American Beil Co., writh the operation of the 
long-lines business. Since 1900, therefore, the American Co. has been 
an operating company in the long-distance field, and a holding com- 
pany insofar as it has been a licensor of, and an investor in, subsidiary 
telephone and other companies. It also owned the telephone instru- 
ments until December 1927, when they w r ere sold to the licensees. 

American Telephone & Telegraph Co . — The policy adopted in the 
licensing of local interests to give telephone service contemplated the 
organization of local companies to lease telephone instruments and to 

»' Acts and Resolves of Massachusetts, 1880. ch. 117. For copy see exhibit. 1300-C. appendix 8B. 

M The authorized capital stock of the \merican Bell Telephone Co consisted of 100 000 shares of $100 par 
value each. Initially, 73, MK) shades of these were distributed as follows: 51.000 shaies in exchange for 8,500 
shares of National Bell Telephone Co. stock, in the ratio of 0 shares for 1; 8,500 shares sold at par to holders 
of National Bell Telephone Co. stock; and 14.000 shares to W. II. Forbes and R. S. Fay as trustees, to be 
held for the benefit of American Bell Telephone Co. In December 1880 Forbes. Hlgginson, Bradley, Hub- 
bard, Watson, and their friends controlled over 50 percent of the shares outstanding. See ch. 4 . 

* For fuller discussion of this reorganization, see iufra, pp. 8-10. 


Digitized by kjOOQie 



INVESTIGATION OF THE TELEPHONE INDUSTRY 


7 

give exchange service, reserving the service of connecting exchanges 
together to the American Bell Telephone Co. Interexchange service 
was instituted by Bell companies as early as 1880. A circuit between 
New Y rk rrd Boston was completed in 1884, and one between New 
York oid Philadelphia in 1885. 31 Each of these circuits utilized, in 
part, pole lines of the licensee companies operating in the territories 
concerned. 

In 1885, officials of the American Bell Telephone Co. decided that 
it was necessary to organize a special long-lines company to render 
toll telephone service. 32 For this purpose, the American Telephone 
& Telegraph Co. was incorporated in the State of New York on 
March 8, 1885. Its initial capitalization was $100,000, consisting of 
1,000 shares of $100 par value each. 33 All of this stock was purchased 
by American Bell at par, which made the American Telephone & 
Telegraph Co. a 100-percent subsidiary of American Bell at its 
inception. 

The charter of the new company stated with great precision that 
it was organized for the purpose of * ‘constructing, buying, owning, 
leasing, or otherwise obtaining, lines of electric telegraph partly within 
and partly beyond the limits of the State of New York, and of equip- 
ping, using, operating, or otherwise maintaining, the same.” With 
remarkable foresight, the charter also stated that “the general route 
of the lines of this association, in addition to those hereinbefore de- 
scribed or designated, will connect one or more points in each and 
every city, town, or place” in the State of New York with one or 
more points in each and every other city, town, or place in said State 
and in the rest of the United States, Canada, and Mexico, “and also 
by cable and other appropriate means with the rest of the known 
world as may hereafter become necessary or desirable in conducting 
the business of this association.” 34 

The extension of the long lines system was gradual but steady. In 
the first 15 years of its existence, the financial requirements of long 
lines construction and operations were supplied principally by the 
American Bell, the controlling company. This was accomplished by 
the issue of stocks, bonds, and reinvestment of earnings. 36 

Acquisition of Western Electric Manufacturing Co. (1881). — Theo- 
dore N. Vail, the general manager of National Bell and later of Ameri- 
can Bell Telephone companies envisaged the development of a na- 
tional telephone system having three coordinated phases, all controlled 
centrally, consisting of local exchange service, long-distance service, 
and a manufacturing affiliate to supply the necessary equipment for 
both. One of the principal problems faced by the management of 
the Bell companies prior to 1882 was the provision of a sufficient 
supply of telephone instruments and maintenance of the equipment 
already installed in good repair. For this purpose, certain electrical 
manufacturers were licensed under Bell patents to manufacture tele- 
phone apparatus. 86 The best-equipped manufacturer of telephone 

» See exhibit 134, p. 2. 

» Report of the directors of the American Bell Telephone Co. to the stockholders, for the year ending 
December 31, 1885. p. 7. 

n See exhibit 1300- A. p. 34. 

m For copv of American Co.'s certificate of incorporation, see exhibit I3f.0-C, appendix 10. 

** See exhibit 1360-A, pp. 35-36. On the development of long lines services, see infra, ch. 12. On flnano- 
inc, see infra ch. 15, sec. 2. 

*3e c exhibit 1362-E, p. 1329. The manufacturing licensees prior to 1*82 were the following: Gilliland 
Electric Manufacturing Co., successor #r» Indianapolis Telephone Ov. Charles Williams, Jr., Boston, Mass.; 
Post 6c Co.. Cincinnati, Ohio; Davis A* Watts, Baltimore, Md.; Electric Merchandising Co., Chicago, 111.; 
and the Telephone 6c Telegraph Construction Co. 

155210 — 30 8 
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instruments, however, was the Western Electric Manufacturing Co., 
which was then manufacturing all of the electrical apparatus required 
by Western Union Telegraph Co. Western Electric Manufacturing 
Co. was the largest producer of telegraph and telephone apparatus in 
the country. 37 

In July 1881 American Bell Telephone Co. acquired 1,200 shares of 
stock of Western Electric Manufacturing Co., out of a total of 3,000 
shares outstanding. 38 Thereupon, the American Bell Telephone Co. 
devised a plan whereby the Western Electric Manufacturing Co. 
could be consolidated with some of the manufacturing licensees of the 
Bell companies. 

The Western Electric Co. was incorporated under the laws of the 
State of Illinois in November 1881 39 with a capitalization of 10,000 
shares of stock of $100 par value. 40 In return for its 40-percent inter- 
est in Western Electric Manufacturing Co., and the extension of per- 
petual manufacturing rights under Bell patents, the American Bell 
Telephone Co. had acquired, by February 28, 1883, 4,580 shares of 
Western Electric Co. stock out of total outstanding shares of 8,800, 
or 52.05 percent. Upon the merger of the Charles Williams shop in 
Boston with Western Electric, American Bell, which had a financial 
interest in the shop, retained 700 shares out of 1,200 shares of West- 
ern stock issued for the Charles Williams property, thus raising its 
interest in Western Electric to 5,280 shares out of 10,000 shares out- 
standing or 52.8 percent, on February 28, 1884. 41 

American Bell, and later American Telephone & Telegraph Co., 
continued to increase their common-stock interest in Western Electric 
Co. At December 30, 1899, after the American Bell had transferred 
its assets to the American Co., it had in its portfolio 36,054 shares of 
Western Electric Co. stock, constituting 60.09 percent of 60,000 shares 
outstanding. This percentage remained practically unchanged until 
1908, when, under the impetus of the management of Theodore N. 
Vail, 42 the American Co.'s interest in Western Electric was increased 
to 80 percent. By November 1915, when Western Electric Co. of 
New York was organized to take over the business of the Illinois 
corporation, the American Co. owned 97.37 percent of Western Elec- 
tric (Illinois) stock. By the end of 1935 this interest had increased 
to 99.42 percent of the 6,000,000 of no par common stock outstanding. 43 

Corporate Reorganization (1899-1900) 

From 1875 to 1900, the predecessors of American Telephone & 
Telegraph Co. in control of the Bell System were all organized under 
the laws of Massachusetts. Three features of the Massachusetts 
corporation laws, however, were particularly objectionable to the 
Bell interests : 44 

First, American Bell was prevented by the statutes of Massachusetts from ac- 
quiring more than 30 percent 45 of the capital stock of any corporation doing busi- 
ness in the Commonwealth except corporations operating under licenses from it 
and corporations doing business in the Commonwealth engaging solely in the 
manufacture, sale, or manufacture and sale of electrical apparatus. 4 ® 

*' For a co-norite history of Western Electric Co., Inc., and its predecessors, see Infra, pp. 26-35. 

« See exhibit. 1362-E. p. 1330. 

« See exhibit 1952. p. 14. 

« Roe exhibit 1362-E. 1331. 

Ibid, p. 1331; table 1, n. 1336; and schedule 8. 

«- Veil resigned the presidency of American Telephone Telegraph Co. in 1887, and engaged in business 
for himself at home and abroad. In 1902 he was selected director of the American Co., and In 1907 he was 
made president aeain. For details, see ch, 4. 

« See exhibit 1362-E, table 2. p. 1337. 

** See exhibit 1360- A. pp. 41-42. 

45 Circular letter to stockholders dated March 15, 1900. 

* Acts and Besolves of Massachusetts, 1883, ch. 200. For copy see exhibit 1360-C, appendix 8-C. 
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Second, American Bell was not permitted to pay dividends in its own stock 47 
or sell its stock at less than the market price, to be determined by the Massa- 
chusetts commissioner of corporations. 48 

Third, it was difficult to secure permission to increase capitalization under the 
Massachusetts corporation laws. 

The Bell officials finally decided to shift the control of their system 
from the American Bell Telephone Co., incorporated in Massachu- 
setts, to the American Telephone & Telegraph Co., incorporated in 
New York. Accordingly, during 1899, American Bell transferred its 
entire holdings of stock and bonds to the American Co., with the 
exception of the capital stock of the latter. Immediately prior to 
the transfer of these investment securities, they were carried in the 
accounts of American Bell at $39,167,125. They were transferred 
to its wholly owned subsidiary, the American Co., at $51,360,558, and 
the intercompany book profit of $12,193,433 was recorded as a credit 
to profit and loss by American Bell. 

At the end of 1899, the authorized capital stock of the American 
Co. was $75,000,000 par value, of which $70,975,500 had been issued 
and was held by American Bell. Although American Bell had trans- 
ferred all of its investment securities to the American Co., except the 
capital stock of the latter, it still remained the controlling company 
of the Bell System through its 100-percent ownership of all outstand- 
ing common stock of the American Co. The two companies were 
soon consolidated. This consolidation was effected during 1900, as 
of December 30, 1899, by (a) an offer by American Bell to its stock- 
holders of two shares of the stock of American Co. in exchange for 
each of its own shares, and ( b ) transfer by American Bell of all of its 
remaining assets, subject to existing liabilities, to the American Co. 

In connection with the foregoing transactions, the American Co., 
having increased its authorized capital stock to $100,000,000, deliv- 
ered an additional $12,907,500 par value of stock to American Bell 
in settlement of intercompany accounts, which increased the latter’s 
holdings to $83,883,000 par value. All of this stock was not required 
by American Bell for the purpose of retiring its outstanding capital 
stock on a two-shares-for-one basis. The balance of $32,100,400 not 
required for this purpose became treasury stock of the American Co. 
The transaction may be summarized as follows: 48 


Particulars: 

Capital stock of American Co. held by American Bell on Dec. 

30, 1899 - - - $70, 975, 500 

Additional par value received in 1900 12, 907, 500 

Total 83, 883, 000 

Deduct par value required to retire $25,886,300 par value of 

outstanding capital stock of American Bell 51, 772, 600 

Balance which became treasury stock of American Co. after 

completion of consolidation 32, 110, 400 


*t Acts and Resolves of Massachusetts, 1894, ch. 350. 

4» <*h. 544. In 1894, American Bell applied for an increase in capitalization to $50,000,000. Although 

the Massachusetts Legislature authorized the desired increase (or the issue at par, the Governor vetoed the 
bill on the grounds that the company was a public-service corporation aDd sub ; ect to the Massachusetts 
law compelling such corporations to issue stock at the market price. The Bell officials, feeling the urgent 
need of funds, reluctantly agreed to the introduction of a new' bill calling for the same capitalization, namely, 
$50,000,000, but classifying American Bell as a public-service corporation and providing that the Massa- 
chusetts commissioner of corporations was to fix the price at which the new stock would be otTered to stock- 
holders. Between November 1894 and April 1897, 58,863 shares w ere sold for a net amount realized of $11,- 
•96,882. or an average price of $203.81 per share. (Exhibit 1360-A, pp. 37-40.) Although thi«? method of 
financing was favorable to the company, the officials of American Bell Telephone Co., reprc enting tho 
early investors in Bell enterprises, did not like to give up the indirect distribution of profits by issuing stock 
at less than market price. 

• See exhibit 1360-A, pp. 43-43. 
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As a result of this reorganization, the American Telephone & Tele- 
graph Co. emerged as the topmost holding company in the Bell 
System. It assumed the threefold functions of (a) long lines operating 
company, ( b ) holding company of operating companies’ securities, and 
(c) licensor of operating companies under patents transferred to it 
by the American Bell Telephone Co. 60 

258,863 shares of $100 par-value capital stock of the American 
Bell Telephone Co. were replaced by twice that number, or 517,726 
shares of $100 par-value stock of the American Co. The same trans- 
action resulted in only 321,104 shares of American Co. stock remain- 
ing in the hands of the American Bell Telephone Co. These shares, 
however, were considered treasury stock of the American Co. held 
by American Bell for the benefit of the former. 61 This treasury 
stock was available for sale and was disposed of in 1902 and 1908 
partly for cash and the remainder in exchange for securities of asso- 
ciated operating companies through a subsidiary security company. 

Recent corporate history (1900-1937). 

The corporate history of the American Telephone & Telegraph 
Co. from 1900 to date is characterized principally by an expanding 
capitalization. At December 31, 1900, a year after the reorgani- 
zation of the holding company, the American Co. had outstanding 
stock and bonds of $76,990,100, composed of 569,901 shares of $100 
par-value stock and $20,000,000 of bonds. At the end of 1935, the 
total had expanded to $2,309,760,100, composed of 18,662,275 shares 
of $100 par-value stock and $443,532,600 face amount of bonds. 62 
Total assets and liabilities between these two dates expanded from 
$100,000,000 to $2,995,000,000. 

During this period, the American Co.’s expanding activities were 
manifesting themselves in the organization and acquisition of interest 
in a large number of direct and indirect subsidiaries. The Bell 
System adopted four major policies to guide its action in accom- 
plishing its objectives, namely, increase of interest in subsidiary 
telephone companies, acquisition of independent telephone com- 
panies, extension of telephone service, both local and long distance, 
and exploitation of nontelephonic activities. The methods by 
which the funds were acquired for the purpose of carrying out these 
policies are discussed elsewhere in the report. 53 

Extension of control over licensees . — After American Bell was con- 
solidated with American Telephone & Telegraph Co., as of December 
30, 1899, the latter company came into ownership of a majority of 
the outstanding voting stock of most of the telephone licensees, as 
well as of Western Electric Co. The American Co. continued the 
policy of increasing this percentage of ownership, particularly after 
Theodore N. Vail became president of the company for the second 
time in 1907. This was done principally by the acquisition of the 
holdings of minority stockholders and discouraging them from sub- 
scribing to their pro rata share of new offerings of stock. In some 
instances, minority stockholders were eliminated through consolida- 
tions. The assets of a company in which the American Co. had con- 
trol would be sold to other Bell companies for a cash consideration, 

The American Bell Telephone Co. remained in existence until 1921, but was inactive even though It 
retained nominal control of some patents and contracts, the beneficial interest in which rested in the Ameri- 
c in Co. 

*» See exhibit 13fiO-A, pp. 43 and 307. 

« Ibid., table 56, p. 290. 

43 See infra, ch. 15. 
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and the cash would be distributed pro rata as a liquidating dividend, 
thus paying off minority holders. The American Co. usually rein- 
vested its proportion of such distributions in additional stock of the 
companies which acquired the net assets of the liquidated com- 
panies. 64 Other means of eliminating minority stockholders were as 
follows: 

1. Cash purchases, principally through agents or affiliated securi- 
ties companies, which usually did not disclose the fact that the 
acquisitions were being made for the account of the American Co. 

2. Exchange for stock of the American Co. on various bases of 
exchange, usually through affiliated securities companies. 

3. Exchange for bonds of the American Co. 65 

In many instances, the American Co. paid liberal prices for the 
shares purchased from minority stockholders. In other cases, various 
means were employed to induce such stockholders to dispose of their 
holdings at prices which the American Co.’s officials were willing to 
pay. Some of these methods were as follows: w 

1. Forcing certain licensees to suspend dividend payments. 

2. Directing such licensees to appropriate all remaining earnings, 
after interest deductions, for depreciation and maintenance reserves. 

3. Use of propaganda to discourage minority stockholders and depress 
the market prices of their stock. 

4. Establishing market prices below those offered for stock by 
agents for the American Co. by use of “wash sales.” 

5. Giving minority stockholders discouraging advice and recom- 
mending that they accept the prices offered by the American Co. 

The above-mentioned practices also discouraged many minority 
stockholders from taking their pro rata share of new stock offered by 
certain Associated Telephone Cos. In addition, shortly after 1900, 
the American Co. began the practice of supplying many of the licen- 
sees with most of the funds required for expansion purposes, on short- 
term or demand notes, usually bearing interest at 6 percent per annum. 
In some cases, such advances continued to grow over a period of years 
until they were tliree or four times as great as the par value of the 
outstanding stock. During this period, the American Co. received 
interest on these advances and payments under its license contracts 
which gave it a substantial return on its total investment, even though 
dividend payments had been suspended so that the minority stock- 
holders received nothing. When the American Co. offered to convert 
a substantial part of such advances into stock by taking all of a new 
issue, the minority stockholders were not in a very favorable position 
to object, and, having received no dividends for a number of years, 
they very probably were not disposed to subscribe to any new stock 
at par if offered pro rata to all stockholders. Thus, by the conversion 
of such advances into stock in this manner, the American Co. was 
enabled to increase its ownership from a bare majority to 80 or 90 
percent. 57 In general, it appears that the officials of the associated 
telephone companies, particularly with respect to the less prosperous 
companies, conducted the operations and activities of those com- 
panies in the interest of the principal stockholder, the American Co. 68 

* See exhibit 13G2-B, pp. 4C4-434, for examples of elimination of minority stockholders of merged or con- 
solidated companies. 

» See exhibit 1362- A, p. 89. and exhibit 1362-E, pp. 1346-1347. 

■ See eihibit 1362- A, pp. 143-165, and exhibit 13G2-E, p. 1^75. 

» See exhibit 1362-D. pp. 1095 and 1103. 

* See exhibit 1360-A, pp. 238-242. 


Digitized by 


Google 



12 INVESTIGATION OF THE TELEPHONE INDUSTRY 

The extent to which the American Co. increased its percentage of 
ownership in the Associated Telephone Cos. in which it held a stock 
interest, during the period from 1900 to 1935, inclusive, is shown in 
the following tabulation: 69 


Number of companies — 


Percentage of voting control held by American Co. 

As of Dec. 
31,1899 

As of Dec. 
31, 1912 

As of Dee. 
31, 1935 

1 to 24 

5 



25 to 49 

12 

o 

2 

50 to 74 

22 

3 

2 

75 to 98 

1 

1 

1 

99 to 100 

12 

16 

21 

Total 

40 

18 



Variations in the number of companies during the period were due to 
changes in investments resulting from reorganizations, consolidations 
and mergers, and transfers of investments m certain associated com- 
panies between the American Co. and other associated companies. 

The Diamond State Co . — 60 From time to time, subsidiary companies 
were organized to assist in the sale of securities and in the acquisition 
of independent telephone companies. One of those was the Diamond 
State Co., organized December 21, 1906, under the laws of Delaware, 
with a capitalization of 50,000 shares of $100 par value, distributed 
among the stockholders of New York Telephone Co. as follows: 61 


Stockholder 

Shares of 
Diamond 
State Co. 
stock sub- 
scribed 

Percent 

sub- 

scribed 

American Telephone A Telegraph Co 

32. 216 

64. 43 

Western Union Telegraph Co __ 

16,222 

1,406 

156 

32.45 

J. P. Morgan & Co 

2.81 

George 8. IJowdoin 

.31 


Total - - 

50,000 

100.00 



Those subscriptions were taken at different times during the life 
of the company from 1906 to 1910. In May 1909 New York Tele- 
phone Co. acquired the American Co.’s interest in Diamond State for 
$1,289,540. New York Telephone Co. acquired also the interest of 
the other stockholders for $711,360. 

The Diamond State Co. participated in some important transactions. 
It was employed as an intermediary in the acquisition of some 266,068 
shares of Western Union Telegraph Co. between April and June 
1909. 62 These shares were later transferred to Atlantic & Pacific 
Telephone & Telegraph Co., a subsidiary of the American Co., and 
were ultimately taken up by the latter. In 1909, the Diamond State 
Co. was intermediary in some important transactions involving Cen- 
tral New York Telephone & Telegraph Co., Bell Telephone Co. of 
Buffalo, Empire State Telephone & Telegraph Co. and others, 63 pre- 

» Ibid., p. 223. 

80 The American Co. has informed the Federal Communications Commission accountants that the books 
of Diamond State Co. cannot be located. 

« See exhibit 1362-E, p. 1286. 

“ Ibid., pp. 1291-1202. 

See exhibit 1362-B, p. 384. 
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liminarv to the consolidation of New York State area into an operating 
unit. Diamond State Co. financed its activities principally with 
funds borrowed from American Telephone & Telegraph Co., New 
York Telephone Co., and New York & New Jersey Telephone Co. 
In these transactions the Diamond State Co. acted principally as the 
agent of the American Telephone & Telegraph Co. 

The Atlantic cfe Pacific Telephone & Telegraph Co. — An agency 
similar to Diamond State Co. was the Atlantic & Pacific Telephone 
& Telegraph Co., which was incorporated in July 1903, under the 
laws of the State of New Jersey, with an initial authorized capitaliza- 
tion of $25,000, consisting of 250 shares of common stock having a 
par value of $100 per share. Until 1905, the initial issue of $1,000 
par value capital stock was held by the incorporators. From October 
13, 1905, until the eventual dissolution in July 1922, the entire out- 
standing capital stock of the company was owned by the American 
Telephone & Telegraph Co. The American Co. contributed to the 
Atlantic Co. its initial assets, nominated and elected its officers, and 
controlled its operations. 64 The Atlantic Co. was practically inactive 
from the date of its incorporation in 1903 to November 1909. 

Shortly after Mr. Vail became president of the American Co. in 
1907, plans were made for the consolidation of certain licensee com- 
panies and for rearrangements of operating territories. In connection 
with such consolidations, the American Co. began an intensive cam- 
paign to acquire stock of the associated telephone companies held by 
minority stockholders, and to absorb numerous independent and op- 
position company properties. In carrying out these transactions, the 
American Co. used its wholly owned subsidiary, the Atlantic & Pacific 
Telephone & Telegraph Co., as an agent. The transactions were 
conducted by the Atlantic Co. at the direction of the American Co. 
and for the benefit of the latter and its associated telephone companies. 
In addition to the participation of the Atlantic Co. in the new program 
of acquisitions and consolidations, the American Co. used this sub- 
sidiary also to distribute its own common stock. 

In general, the activities of the Atlantic Co. in connection with 
these transactions consisted of the following: 66 

1. Exchange of American Telephone & Telegraph Co. common stock 
for capital stock of associated companies held by minority stock- 
holders. 

2. Exchange of American Co. stock for controlling interest in in- 
dependent or opposition companies, or the furnishing of such stock 
to associated telephone companies or to their subsidiaries for the same 
purpose. 

3. Furnishing to trustees under the employees’ stock plans sufficient 
shares to cover the sales of American Co. stock to Bell System em- 
ployees under the plans. 

4. The resale of American Co. stock for the purpose of effecting a 
wider distribution in addition to the distribution effected by the fore- 
going activities. 

5. Purchase of securities of associated, independent, and opposition 
telephone companies, and their transfer principally to the American 
Co. and its associated telephone companies. 

« See exhibit 2003, p.2. 

“ Ibid., p. vL 
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During the years of active operation, the Atlantic Co. engaged in 
very sizable transactions. Between January 1, 1910, and December 
31, 1919, it acquired and disposed of 470,016 shares of American 
Telephone & Telegraph Co. stock. The total cost of acquisition was 
stated at $65,505,177, and the value of the proceeds, whether cash 
or other securities, obtained in exchange for those shares w T as stated 
at $61, 903, 854. 66 A summary of investment securities acquired and 
disposed of by the Atlantic Co. other than capital stock of the American 
Co. and capital stock of associated companies acquired in exchange 
therefor, also indicates the extent to which the Atlantic Co. w r as used 
as an instrumentality for trading in securities. From November 15, 
1909, to July 17, 1922, the Atlantic Co. acquired common and preferred 
stocks, bonds, coupon notes, bills receivable, and other miscellaneous 
securities, at a total cost of $130,381,543, and sold them for a total 
price of $129,077,297, leaving a net loss on all these transactions of 
$1,304, 246. 67 

Bell Telephone Secvrities Co. — Another instrumentality employed 
by the American Co. to promote the distribution of its stock was the 
Bell Telephone Securities Co., incorporated on September 13, 1921, 
under the corporation laws of the State of Delaware, with an authorized 
capital of $1,000,000, consisting of 10,000 shares of common stock 
with a par value of $100 per share. The entire issue of the stock was 
taken by the American Co. for cash at par. The certificate of incor- 
poration gave the Securities Co. the right to deal in the securities of 
communications companies and “to render services in the financing 
of the corporations constituting the Bell System and in the sale and 
distribution of their stocks, bonds, notes, and other evidences of 
indebtedness.” 68 

The Securities Co. kept to its original purpose of carrying on a 
general campaign to promote local ownership, particularly by small 
investors, of the various securities of the Bell Telephone System. In 
addition to distribution of American Co. stock among small holders, 
the Securities Co. also had as one of its objectives the redistribution 
of stockholdings from the financial centers of northeastern United 
States to other communities in the West and the South. This work 
was undertaken to a large extent through the employees of the asso- 
ciated companies acting on behalf of the Bell Telephone Securities 
Co. 69 Public-relations aspects of the w r ork of the Securities Co. were 
not ignored, as they led to a greater interest in the affairs of the Bell 
System among employees engaged in the work of selling securities, 
and also created a broader basis of public interest in the welfare of 
the system. 

During the period from November 1921 to June 2, 1933, the Securi- 
ties Co. distributed or redistributed a total of nearly 2,400,000 shares 
of American Telephone & Telegraph Co. stock through direct sales 
campaigns. 70 The Securities Co. obtained the shares of American 
Co. from the stock market, brokers, individuals, and the American 
Co. itself. In the yearn 1923, 1924, 1925, and 1926, the purchases of 
the Securities Co. from brokers varied between 21 and 38.8 percent 

•• See exhibit 2093. table 1, p. 17. The considerations received in exchange for the American Co. shares 
are listed in exhibit 2093, table 3, p. 24, and table 4, p. 33. 

67 Ibid., table 5, p. 44. The details of these transactions are given in exhibit 2093, table 6 , p. 45; table 7, 
p. 53; table 8, p. 64; and table 9, p. 65. 

•» See exhibit 250, p. 0. 

•• See ibid., p. 53. 

70 See exhibit 230, table 2, p. 11. 
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of the total number of American Co. shares sold in the New York 
and Boston stock exchanges. The Securities Co. became inactive in 
1933 and was dissolved in 1936. 71 

Bell Telephone Co . of Canada. — The American Telephone & Tele- 
graph Co. has a large financial interest in the Bell Telephone Co. of 
Canada. Its investment at December 31, 1935, amounted to $19,- 
089,783, consisting of 187,498 shares of common stock, or 24.06 per- 
cent of the 779,380 shares outstanding, 72 and advances of $235,000. 

The American Co.’s interest in the Bell of Canada dates back 
through its predecessors to 1880. In that year Canadian Telephone 
Co., Ltd., was organized for the exploitation of Canadian patent rights 
owned by Alexander Melville Bell, father of Alexander Graham Bell, 
and Charles Williams, Jr., of Boston. It was to function as a licensor 
company. At the same time the Bell Telephone Co. of Canada was 
organized and became a telephone operating company as a licensee of 
the Canadian Co. American Bell Telephone Co., through arrange- 
ments with Bell and Williams, acquired stock interests in both com- 
panies at their inception. In 1882, the Canadian Co. was consolidated 
with the Bell of Canada through the issue by the latter company of 
two shares of its common stock for each outstanding share of the 
Canadian Co. In the early years of the history of Bell of Canada, 
American Bell had substantial interest in its common stock, amounting 
to 47.75 percent in 1891. 73 Although the financial interest of the Bell 
parent organization in the United States in the Bell of Canada has 
increased steadily to the present time, the proportion of stock owned 
by it has gone down steadily, until now it stands at a little over 24 
percent of the total outstanding shares. 

In addition to stock ownership, the Bell Telephone Co. of Canada 
has had a license contract with the American Co. since May 1923, 
under the terms of which it pays a license contract fee on a basis 
somewhat lower than that of the associated companies. At present 
the Bell of Canada pays 1 percent of specified revenues, as compared 
with 1)2 percent paid bv the associated companies. 

Cuban American Telephone & Telegraph Co. — This company was 
incorporated in Cuba on October 27, 1919. It holds a concession from 
the Government of Cuba to establish submarine cable connections 
between Cuba and the United States. It owns and operates four 
submarine cables, each about 110 miles in length, from Habana, 
Cuba, to Key West, Fla., thus establishing telephonic communication 
between Cuba and the United States, Canada, Mexico, Great Britain, 
and Europe. The terminal equipment at Key West, Fla., is owned by 
American Telephone & Telegraph Co., and the telephone equipment 
at Habana, Cuba, is owned by Cuban Telephone Co. 74 The latter 
company is controlled by International Telephone & Telegraph 
Corporation. 

The Cuban American Co. had outstanding, at December 31, 1934, 
8,650 shares of common stock and 6,800 shares of preferred stock of 
$100 par value each. Both classes of stock had voting power and were 
owned equally by American Telephone & Telegraph Co. and Inter- 
national Telephone & Telegraph Corporation. Of the 10 directors of 

" See exhibit 250, pn. 80-81. 

*1 See exhibit 1362- E, table 2, p. 1316 and table 3, p. 1317. 

* Ibid. 

T4 Contract of April 1, 1921, between American Telephone & Telegraph Co., Cuban Telephone Co. f and 
Caban American Telephone & Telegraph Co., third section, par. 1. 
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the Cuban American Co. as of November 1, 1935, four were vice 
presidents of American Telephone & Telegraph Co. Of the executive 
committee of five, two represented the American Co. and three 
represented the International. The president of the Cuban Amer- 
ican Co., Sosthenes Behn, is the president of the International. The 
first vice president, T. G. Miller, is also vice president of the American 
Co. in charge of the long lines department. 

According to an agreement of April 1, 1921, entered into by Amer- 
ican Telephone & Telegraph Co., Cuban Telephone Co., and Cuban 
American Telephone & Telegraph Co., the type of equipment to be 
used by the cable company, and the operating practices, are to be 
those established by the American Co. 76 Furthermore, the facilities 
provided by Cuban American Telephone & Telegraph Co. are retained 
for the exclusive use of the Bell System and Cuban Telephone Co. 
The cable facilities of the Cuban American Co. were established 
primarily for the purpose of toll telephonic communication. Contracts 
with patrons for special contract services are made subject to terms to 
be specified from time to time by the American Co. and approved by 
Cuban Telephone Co. and Cuban American Telephone & Telegraph Co. 

It appears, therefore, that although the majority of the directors 
and the chief officers of Cuban American Telephone & Telegraph Co. 
represent International Telephone & Telegraph Corporation interests, 
as an operating cable company the Cuban-American Co. is subject to 
the rules and specifications of the American Co. 

The Cuban American Co. had, at December 31, 1934, total assets 
of $1,451,262 (exclusive of discount on capital stock, of $540,000), of 
which plant and equipment represented $1,394,836. In 1934, it had 
total operating revenues of $169, 715. 76 

Bell Telephone Laboratories , Inc. — The American Telephone & Tele- 
graph Co. has a 50-percent interest in Bell Telephone Laboratories, 
Inc. Western Electric controls the other 50 percent of the stock. 
The Laboratories was incorporated on December 27, 1924, to take 
over the engineering and part of the patent departments of Western 
Electric Co. The American Co. also transferred to it the activities of 
its own department of development and research in 1934. The 
Laboratories has its headquarters at 463 West Street, New York City. 
The expenses of the Laboratories are recovered by billings against the 
American Co., Western Electric Co., and Electrical Research Prod- 
ucts, Inc., a subsidiary of Western. 77 The relations recited above and 
the constitution of the board of directors of the Bell Telephone Labo- 
ratories indicate that it functions as the equivalent of a department of 
the American Telephone & Telegraph Co. and Western Electric. At 
November 1, 1935, the officers and directors of Bell Laboratories 
were officers either of the American Co. or of Western Electric Co. 70 

195 Broadway Corporation. — The 195 Broadway Corporation was 
organized in June 1915, to own the headquarters building then erected 
for the use of the American Telephone & Telegraph Co. and the 
Western Union Telegraph Co. Later, an addition to the headquarters 
building was constructed, which was incorporated as 205 Broadway 
Corporation in March 1920. The American Co. owned all the out- 
standing capital stock of the 205 Broadway Corporation from the 

» rbid., second section, par. 4, and third section, par. 3. 

Te See exhibit 50. p. 64. 

T7 See sec. 3 of this chapter. 
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date of its organization. It held 70 percent of the stock of the 195 
Broadway Corporation until 1930, when the other 30 percent was 
acquired from the Western Union Telegraph Co., which had shared 
the headquarters building of the American Co. prior to that time. In 
December 1930 a new company, also named 195 Broadway Corpora- 
tion, was organized to take over the two predecessor companies. The 
investment of the American Co. in 195 Broadway Corporation, at the 
end of 1935, amounted to $21,290,000, consisting of capital stock, real- 
estate mortgages, and advances . 79 

Other interests . — From time to time, the American Co. has organized 
companies or has acquired an interest in companies which have been 
active in fields other than telephone communication. In 1909 it 
acquired 30-percent interest in Western Union Telegraph Co., which 
was sold in 1914 at the suggestion of the Department of Justice to 
avoid conflict with the antitrust laws. This sale was made at a con- 
siderable loss to the American Co. In August 1920 the American Co. 
acquired 500,000 shares of 7-percent cumulative preferred stock and 
500,000 shares of no-par common stock of Radio Corporation of 
America and recorded in its books an investment of $2,435,141, 
representing these stocks. The common stock was sold between 
February 15 and April 21, 1922, and the preferred stock between 
June 24, 1922, and January 22, 1923, for a total consideration of 
$3,059,290, indicating a book profit of $624,149; however, the cross- 
licensing agreement which was executed at the same time that the 
stocks were acquired w~as a substantial consideration in this trans- 
action not recorded in the books of account. 80 The sale of this stock 
did not affect the status of the cross-licensing agreement. 

In May 1926 the American Co. caused the organization of Broad- 
casting Co. of America, with an authorized capital stock of $200,000, 
divided into 2,000 shares of $100 par value each. This company was 
organized to facilitate the disposition of the American Co.'s radio 
station WEAF, the sale of which was at the time the subject of nego- 
tiation with Radio Corporation of America. The American Co. trans- 
ferred the station WEAF properties to Broadcasting Co. of America. 
The assets of Broadcasting Co. of America were made subject to sale to 
Radio Corporation of America by the provisions of the purchase 
agreement of July 1, 1926, between American Telephone & Telegraph 
Co., Broadcasting Co. of America, and Radio Corporation of America. 
The actul transfer of the assets of Broadcasting Co. of America to 
National Broadcasting Co., Inc., a subsidiary of Radio Corporation of 
America, took place as of November 1, 1926. 81 

The TVanspacific Communication Co., Ltd., was organized in 
August 1930 under the laws of the State of California as a wholly 
owned subsidiary of American Telephone & Telegraph Co., for the 
purpose of operation the radiotelephone link between the continental 
United States and the Hawaiian Islands, a new link provided for in 
an agreement between the American Co. and the Mutual Telephone 
Co. of Hawaii, dated July 1 , 1930, and other similar services. Trans- 

E acific Communication Co., Ltd., was for all practical purposes equiva- 
mt to a department of the American Co., similar to the long lines 
Department, devised to extend long-distance telephony to foreign 
shores. By resolution of the board of directors of the American 


» See exhibit 1382-E, pp. 1392-1394. 

•• rbid., pp. 1394-1396 and 1400. 
n Ibid., pp. 1387-1388; also exhibit 289, pp. 38-42. 
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Telephone & Telegraph Co. on June 16,1936, Transpacific Communica- 
tion was dissolved and its licenses for radio channels were transferred 
to the American Co., the transaction being approved by the Federal 
Communications Commission on September 9, 1936. 

SECTION 2. DEVELOPMENT OF ASSOCIATED BELL 
TELEPHONE COMPANIES 

In the preceding section, the corporate history of the parent com- 
pany of the Bell System has been traced from 1875 to the present, 
with mention of the various instrumentalities and activities whereby 
the Bell System has attempted to achieve its aims. Mention was 
also made of the acquisition and consolidation of licensees and of 
Western Electric Co. Since the associated companies and Western 
Electric are the instrumentalities through which the two major activi- 
ties of the Bell System are conducted, they are separately treated in 
sections 2 and 3, respectively. 

Organization and Licensing of Local Operating Companies. 

The principal function of the various successive Bell companies was, 
of course, the commercial exploitation of the Bell patents. To ac- 
complish this, the Bell interests adopted the policy of licensing local 
companies and individuals and leasing telephone instruments to 
them. Tliis method evidently was pursued in order to retain control 
of the new industry and to maintain satisfactory service by proper 
repairs and replacements of defective instruments. 82 

At first, the private line business was regarded as the most promising 
field of development. 83 It was clear by the end of 1878, however, 
that exchange service would become an important field of exploitation 
of the telephone. Consequently, short-term license contracts for such 
business were executed with local interests. These licenses required the 
Bell Co. to furnish to the licensee, exclusively for the term of the 
contract, telephones manufactured under the Bell patents. The 
licensee, on the other hand, was to construct and equip the lines. 
For the use of the telephones, the licensee was to collect from his sub- 
scribers such rentals as were fixed by the Bell Co. from time to tirpe, 
and to remit such rentals to the Bell Co. after deduction of a stipu- 
lated discount which constituted the compensation of the licensee. 84 
By November 1879 the parent organizations of the Bell System had 
executed 185 contracts for local telephone business, thereby preempt- 
ing the larger part of the productive territory including the principal 
cities of the United States as of that time, with one or two exceptions. 86 

These licenses were valid only for short periods, usually for 5 years. 
They provided that at the expiration of the contract, or in case of a 
specified breach of the contract, the telephone property used by the 
licensee in the telephone business was subject to purchase by the 
licensor at its own option, at a reasonable price, but not in excess of 
actual cost. This arrangement was made to obtain local capital in 
the promotion of the business, and at the same time to retain control 
of the industry at the expiration of the licenses as stated byTheodoreN. 

** See exhibit 130, p. 1. 

w Ibid., p. 2; also exhibit 1951-A, pp. 5-6. 

u See exhibit 130, p. 3. The exchance licenses were limited as to territory and restricted to exchange busi- 
ness, the licensor reserving to itself the rights as to connections between exchanges both within and without 
the licensee’s territory. 

*» Ibid., p. 4. 
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Vail, general manager of National Bell and American Bell Telephone 
Cos. in the early days. 86 

Because of the uncertainty of tenure, the licensees were in general 
unwilling to furnish sufficient capital for the development and opera- 
tion of their business and were unable to secure it from other sources. 
The licensor adopted the practice of issuing new permanent licenses 
for the purpose of eliminating the objections of the licensees to the 
temporary licenses and also for the purpose of obtaining for the 
licensor a permanent interest in the operating companies. The control 
of the Bell patents and the option provision contained in most of the 
temporary licenses placed the licensor in an extremely advantageous 
bargaining position. 87 Among the terms of the permanent licenses 
were usually certain provisions inserted by the licensor to secure and 
maintain an interest m and a control of the licensee's business. The 
annual report to stockholders of American Bell Telephone Co. for 
1882 states: “We have, during the past year, pursued the policy of 
giving permanent contracts to our licensees, taking a stock interest in 
payment. The company can in this way obtain a permanent vested 
mterest in the telephone business independent of its royalties upon 
telephones." The permanent license contracts provided: 88 

1 . The licensor was to receive from 30 to 50 percent (usually 35 per- 
cent) of the capital stock of the licensees, with the right to receive the 
same percentage of any additional issue of capital stock without cost. 
(The right to receive additional license stock was generally not exer- 
cised by the licensor.) 

2. The licensees were generally prohibited from borrowing money 
without the consent of the licensor. 

3. The costs of extension and development of the licensees' business 
were to be met by the issue of capital stock and not by the use of the 
profits from the business. 

4. The licensor was expressly granted representation on the 
licensees' board of directors and usually also on its executive 
committee. 

5. The licensees were required to — 

make such reports, give such information regarding the operations of their ex- 
changes and the prices charged as the licensor may from time to time request. 

Acquisition of Control of Local Operating Companies. 

The receipt of franchise stock in exchange for permanent licenses 
was the first important step in the eventual acquisition of stock 
control of most of the licensees. In practically all these licensees 
the American Bell, and later the American Telephone & Telegraph 
Co., continued to increase its stock ownership. This generally was 
accomplished in one or more of the following ways: 

1. Acquisition of stock licensees, in addition to taking American 
Bell's pro rata share of new stock issues, so that when the original 
Bell patents expired, in 1893 and 1894, it held controlling capital 
stock interests in most of the principal licensees. 

2. Promotion of consolidations and mergers of licensees and sub- 
licensees operating in adjoining territories, which usually gave Ameri- 
can Bell a controlling interest in the new company, whereas, previous 

* Ibid., pp. 6-6. 

•’Ibid., p. 15. These restrictions were ordinarily included in the “Preliminary Aprecnirnt,” Ibid., 
pp. 2V27. 

w See exhibit 1362-A, pp. 6-7. 


Digitized by CjOOQie 



20 INVESTIGATION OF THE TELEPHONE INDUSTRY 

to such consolidations and mergers, it did not own or control a majority 
of the stock of all of the former companies which were combined. 

3. Special efforts exerted by the American Co., after 1900, to 
increase its stock ownership in the licensees by acquisition of the 
holdings of minority stockholders, as a result of w r hich it acquired all 
or substantially all of the outstanding voting stock of most of such 
licensees, including its manufacturing subsidiary, Western Electric Co. 

The policy of the American Bell to increase its stock interest in 
the principal licensees is exemplified in table 2, which indicates the 
percent of common stock owned by the American Bell in 1885 and 1899 
in certain principal licensee companies. 8 ® 

As of December 31, 1901, the investments of the American Co. 
included the following par value of voting stock of licensees, which 
had been received by it or its predecessors under the license contracts 
(usually referred to as franchise stock) or in exchange for such fran- 
chise stock: 00 


Particulars : Par val ae 

Associated telephone companies $15, 472, 814 

Western Electric Co 200, 000 


Total 15,672,814 


In this way, the Bell Co. profited not only from the rentals 
charged on the telephone instruments leased to the licensees but 
also from a proportionate share of their net profits. Furthermore, 
the large amounts of franchise stock, together with subsequent 
acquisitions had, at the time the basic patents expired in 1893-94, 
given the Bell interests a stock control of most of the licensees. 


Table 2. — Increases in percentages of stock ownership in certain licensee companies 
by American Bell, as of Dec. 31, 1885 and 1899 


Item 

Name of company 

Percentage of common 
stock owned by 

American Bell 


(a) 

1885 

(b) 

1899 

(c) 

In- 

ciease 

(d) 

1 

Central New York Telephone & Telegraph Co 

Per- 

cent 

35.00 

Per- 

cent 

50.02 

Per - 
cent 
15.02 

2 

New York and Pennsylvania Telephone & Telegraph Co 

36.50 

49.29 

12.79 

3 

The Bell Telephone Co. of Philadelphia 

28. 57 


52.41 

4 

The Pennsylvania Telephone Co 

Central Pennsylvania Telephone & Telegraph Co 

The Central District and Printing Telegraph Co 

36. 97 


13.12 

5 

35. 47 

50.69 

15.22 

6 

50.20 

66.89 

16.69 

7 

The Bell Telephone Co. of Missouri 

54.08 

66.46 

12.38 


Source: Exhibit 1360- A , table 52, p. 218. 


Coincident with the integration of local properties into larger operat- 
ing units, as described below, the parent organization of the Bell 
System increased its financial interest in these licensees, until today 
the American Co. controls over 90 percent of the combined capital 
stock of the associated companies. Table 3 gives the growth in the 

M The common stock owned by American Bell Telephone Co. in associated companies is given annually 
from 1881 to 189ft in schedule 4 of exhibit 1360-B: and the investments of the American Co. in associated com- 
pa ies from 1900 to 1935, inclusive, are given in schedule 7, of the same exhibit. 

” See exhibit 1362-A, p. 8. 
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American Co.’s investment in the stock of associated companies by 
5-year intervals since 1900. 

In only two of the direct licensees of the American Co. is the stock 
ownership less than 50 percent. These are the Southern New England 
Telephone Co., in which the American Co. owned 33.34 percent of the 
stock, at December 31, 1934, and Cincinnati and Suburban Bell 
Telephone Co., in which this interest was 29.72 percent. In the New 
England Telephone & Telegraph Co. the interest, at the same time, 
was 65.31 percent of voting stock, and in the Mountain States Tele- 
phone & Telegraph Co., 72.82 percent. In the Pacific Telephone & 
Telegraph Co. the American Co.’s voting interest is about 83 percent. 
In an tne other companies the American Co. controls more than 99 
percent, in most cases 100 percent, of the voting stock. This informa- 
tion, with relevant data as to the dates and places of incorporation of 
each of the associated Bell Telephone companies is given in table 4. 


Table 3. — Outstanding voting stock of combined associated overating companies 
and proportions thereof owned by American Telephone & Telegraph Co. and its 
associated companies , years 1900-86 , inclusive , at 6-year intervals 


As of Doc. 31— 

(a) 

Total par 
value of 
outstanding 
voting stock 
of associated 
operating 
companies 

(b) 

Par value owned 
directly by Ameri- 
can Telephone & 
Telegraph Co. 

Par value owned 
directly by asso- 
ciated companies 
and indirectly con- 
trolled by Ameri- 
can Telephone <b 
Telegraph Co. 

Total par value 
owned and con- 
trolled by Ameri- 
can Telephone & 
Telegraph Co. 

Amount 

(0 

Per- 

cent 

of 

total 

(d) 

Amount 

(e) 

Per- 

cent 

of 

total 

(0 

Amount 

(g) 

Per- 

cent 

of 

total 

(h) 

1000 

$160,251,641 

$63, 302,111 

42.13 

$6,306,470 

3.53 

$68,607,581 

45.66 

1906 

267,022,761 

130,872,295 

52.21 

30, 577, 625 

11.41 

170, 440,020 

63.62 

19ML 

438, 200,028 

270, 036,848 

61.61 

86,559,600 

19.75 

356, 596, 448 

81.36 

1016 

634,506,828 

373, 700, 178 


97,786,850 

18.29 

471,487,028 

88. 19 

1020 

674,051,742 

501, 990, 185 

74. 47 

103, 495, 150 

15.36 

605, 485, 335 

80.83 

1026. 

1,098,324,750 

073,882,007 

88.67 

16,829,000 

1.53 

990,711,907 

90.20 

1930 

1,850,885,200 

1, 704, 336, 957 

01.64 



1,704,336,957 

91.64 

1936. 

2,106,278, 100 

1, 958, 394, 657 

02. 89 



1,958, 394,657 

92.89 


Not*.— T he data shown in columns (b), (c), (e), (g), and (h) wore taken from work sheets furnished 
by the American Co., which contained notations to the effect that the total par value of outstanding voting 
stock of the associated operating companies, as shown in column (b), excluded treasury stock after 1008 
hot it was not known whether all such stock had been excluded as of the end of 1008 and prior years. 

Source: Exhibit 1362-A, table 2, p. 13. 

Consolidations. 

The expansion of telephone service, the necessity of interconnecting 
exchanges, and financial needs created thereby, led to the consolida- 
tion of the local telephone companies in contiguous areas into larger 
operating systems. This process continued unabated through 1925, 
when the local telephone system took approximately its present cor- 
porate organization. In the process of consolidation, the parent 
company, in many instances, extended its stock control over operating 
telephone properties. 

As an example of the process bv which the present associated com- 
panies evolved, the New England Telephone & Telegraph Co. may be 
cited. When it was incorporated in October 1883 under the laws of the 
State of New York, with an authorized capital of $12,000,000, the 
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New England Telephone & Telegraph Co. absorbed the following 
companies which had operated in the New England States: 91 

The Bay State Telephone Co. 

Boston & Northern Telephone Co. 

Granite State Telephone Co. 

National Bell Telephone Co. of Maine. 

Suburban Telephone Co. 

Pioneer Telephone Co. 

Cheshire Telephone Co. 

Telephone Despatch Co. of Boston. 

When these companies were absorbed by the New England Tele- 
phone & Telegraph Co., American Bell Telephone Co. owned $240,000 
par value of the outstanding common stock of the Bay State Tele- 
phone Co. and $300,000 par value of the outstanding common stock 
of the Boston & Northern Telephone Co., representing, in each case, 
franchise stock received equal to 30 percent of their outstanding capital 
stock. American Bell Telephone Co. also owned the Telephone 
Despatch Co. of Boston, which was not a corporation, but was repre- 
sented by certain telephone properties in Boston owned by the former 
and operated by it under this name. These telephone properties in 
Boston were sold to the New England Co. by American Bell for 
$1,947,600 par value of capital stock, as compared with $129,550 at 
which they were carried in investments by American Bell as of the 
date of sale. In addition, American Bell received $4,268,000 par 
value of franchise stock from the New England Co., so that at the 
end of 1884 it owned $6,215,600 par value, or 59.8 percent, of the 
$10,394,600 par value of outstanding capital stock of the new com- 
pany. Thus, in exchange for $540,000 par value of the outstanding 
capital stock of two of the predecessor companies, representing minor- 
ity interests of 30 percent in such companies, and its investments of 
$i29,550 in the telephone properties in Boston, or a total of $669,550, 
American Bell received a controlling interest of 59.8 percent, or 
$6,215,600 par value of the capital stock issued by the New England 
Telephone & Telegraph Co. in connection with the consolidation. It 
is evident from the foregoing that more than 50 percent of the $10,- 
394,600 par value of the capital stock of the new company outstanding 
at the end of 1884 was issued to American Bell for intangibles. 92 

Some of the companies which were absorbed bv New England 
Telephone & Telegraph Co. were, in turn, consolidations of other local 
small exchanges. For instance, the Bay State Telephone Co., which 
was incorporated in August 1882, under the laws of the State of 
Massachusetts, was the result of the consolidation of some five other 
local telephone systems, namely: 93 

Massachusetts Telephone Co. 

Northern Massachusetts Telephone Co. 

Western Massachusetts Telephone Co. 

Hampden Telephone Co. 

Walpole Telephone Exchange. 

The Boston & Northern Telephone Co., which was consolidated 
with the New England Telephone & Telegraph Co., was also, in turn, 
the result of the consolidation of the three following companies: 94 

®i See exhibit 13G2-B, p. 207. 

Ibid., pp. 207-208 and 213-218. 

•» Ibid., p. 207. 

•« Ibid., p. 208. 
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Ayer Telephone Exchange Co. 

New Hampshire Telephone Co. 

Portsmouth Bell Telephone Co. 

To continue briefly the story of the major consolidations in which 
the New England Co. was involved, in 1899 it absorbed the Southern 
Massachusetts Telephone Co. through the issuance of one and one 
third shares of its capital stock for each of the outstanding shares 
of this company. In 1912 it purchased the American Co.'s minority 
interest of 32.97 percent in the outstanding capital stock of the 
Providence Telephone Co. and eventually absorbed this company in 
1921, after it had acquired the outstanding shares of the company's 
capital stock held by others. These two merged companies were 
originally licensed by American Bell Telephone Co . 95 

Chart 2 


NEW YORK TELEPHONE CO. AN D PREDECESSOR COMPANIES 
[Investments In common stocks] 



Note. — (1) Dates indicate period in which American Telephone & Telegraph Co. or its predecessors 
held common stock interests; (2) percentages indicate extent of ownership of common stock by American 
Telephone & Telegraph Co. or its predecessors at time of transfer of such stock to New York Telephone 
Co., or its predecessors. 


« Ibid., pp. 220-224. 
155210-39- 
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Table 4. — Incorporation data of dssociated Bell Telephone Companies and the investment of American Telephone & Telegraph Co. in their 

stocks , nctes, ana advances as of Dec. 31 f 1934 
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Another example of the process by which the Associated Companies 
now in existence have developed as a result of successive stages of 
consolidations is graphically indicated in chart 2. Each one of the 
companies shown on this chart was itself in turn the result of a long 
process of consolidations with smaller local operating companies. 

A history of the corporate development of each of the present 
associated companies is presented in the five-volume report on 
“American Telephone & Telegraph Co., Security Investments” 98 
introduced into the record of this investigation. At the present time, 
the United States is divided into operating territories as indicated in 
the map on page 67. The extent of territory, population, and 
telephone stations, by each associated company are detailed in table 
21, page 68. 

SECTION 3. CORPORATE HISTORY OF THE WESTERN 

ELECTRIC CO. 

The corporate history of Western Electric and its predecessors 
comprises three distinct periods: pre-Western Electric; Western 
Electric Co., Inc., of Illinois; and Western Electric Co., Inc., of 
New York. 

Pre-Western Electric History (1869-81). 

Telephone manufacturing prior to 1881 was characterized by the 
early efforts of Thomas A. Watson, Bell’s assistant, to suppfy the 
Bell Co.’s needs from the small shop of Charles Williams, Jr., located 
in Boston, and by the gradual transformation of independently 
owned telegraphic instrument shops to factories capable of manu- 
facturing telephone equipment. This development is sketched briefly 
below. 

Early telegraph instrument shops . — The early history of the Western 
Electric Co. is intimately related to the development of the telephone 
and telegraph as instruments of commercial use. Morse invented the 
telegraph in 1837. The scattered telegraph companies operating 
throughout the country were consolidated into the Western Union 
Telegraph Co. in 1856. At that time, several instrument shops 
manufacturing telegraph equipment had been consolidated into two 
shops, one located at Cleveland, Ohio, and the other at Ottawa, 111. 
The Ottawa shop was taken over by the Western Union at the time 
of its purchase of the Caton lines (the Illinois-Mississippi Telegraph 
Co.). The Cleveland shop was sold to one George W. Shawk, who 
had been foreman of the Western Union repair shops. Shawk con- 
tinued to do repair work for the Western Union, although a large 
part of such activity was still carried on in that company’s Ottawa 
shop. In 1869, Enos M. Barton, chief telegraph operator for the 
Western Union at Rochester, N. Y., became Shawk’s partner. 97 

The 2 )artnershij) of Gray and Barton . — In 1869, the inventor, Elisha 
Gray, who had had the model work on his inventions done in Shawk’s 
shop, purchased Shawk’s interest and became Barton’s partner. A 
few months later, Gen. Anson Stager, general superintendent of the 
Western Union, became an equal partner with Gray and Barton upon 
condition that the business of the shop be moved from Cleveland to 
Chicago. Each member of the partnership contributed $2,500 to the 
capital. 


L 


M See exhibit 13fl2 A, B, C, D, E. 
17 See exhibit 1952, p. 3. 
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At the close of 1869, the partnership purchased a repair and model 
shop in Chicago, owned by L. C. Springer, and made it part of the 
Chicago shop. The business of the partnership consisted chiefly of 
the manufacture of Gray's private line telegraph printer, his needle 
enunciator for hotels, signal boxes and registers, fire alarm apparatus, 
and similar devices. 98 

Western Electric Manufacturing Co. ( 1872-81 )." — In 1872, Gen. 
Anson Stager became vice president of the Western Union. Stager 
interested William Orton, president of the Western Union, in the 
purchase of an interest in his partnership with Gray and Barton. 
On March 29, 1872, a corporation known as the Western Electric 
Manufacturing Co., was organized under the laws of the State of 
Illinois. The original incorporators were Elisha Gray, Enos M. 
Barton, Gen. Anson Stager, Thomas Orton, and Stafford G. Lynch. 

The new company took over the partnership of Gray and Barton 
and the assets of the Ottawa shop of Western Union. Capital stock 
was $150,000, divided into 1,500 shares, each with a par value of 
$100. The Western Union owned one-third interest in the new com- 
pany, General Stager one-third, and friends of General Stager and 
employees of the new company the remaining one-third. Stager’s 
position as vice president of the Western Union, together with the 
one-third interest purchased by the Western Union, gave that com- 
pany control. Three of the five directors of the new company were 
directors of the Western Union. The machinery, tools, patterns, 
designs, business, personal property, and goodwill of the Ottawa 
shop were purchased by the issuance of stock through the new com- 
pany to the Western Union, which owned the Ottawa shop. The 
Ottawa shop was closed, and the Western Union manufactured a 
part of its equipment at a shop owned by it in New York City, and 
purchased the remainder of its requirements from the Western Electric 
Manufacturing Co. 

In 1875, Gray sold his interest to Milo G. Kellogg, bookkeeper and 
cashier of the new company and later inventor, and retired from the 
business. 

Soon after Bell’s invention of the telephone in 1876, the Western 
Electric Manufacturing Co. entered a new field. It began the manu- 
facture of telephone equipment for the American Speaking Telephone 
Co., a subsidiary of the Western Union, which entered the telephone 
field in competition with the Bell System. The development by 
Edison of a satisfactory carbon transmitter for the American Speaking 
Telephone Co., together with the latter’s use of the local wire systems 
of the Western Union or its subsidiaries, created considerable demand 
for telephone equipment manufactured by the Western Electric 
Manufacturing Co. As a further stimulus to business, the Western 
Electric Manufacturing Co., during the period 1878-80, assisted in 
the organization of telephone exchanges in the Middle West for the 
purpose of creating and controlling markets for telephone instruments 
and apparatus required by such exchanges. 

As a result of these relations, the Western Electric Manufacturing 
Co. was in a position to make studies and observations with respect 
to necessary and desirable telephone equipment. Its organization 

* Ibid., p. 4 . 

•• Ibid., pp. 6-12. 
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was composed, in the beginning, of Gray, Warner, and Kellogg, and 
later of Scribner. It acquired patents on such telephone apparatus 
as it deemed useful. It developed a cord switchboard which proved 
more useful than the peg switchboard developed by the telegraph 
companies. Later, patents on the multiple switchboard, essential 
to the development of large exchanges, were purchased from Firman. 
Patents covering improvements on the multiple switchboard by Wil- 
son, Haskins, Scribner, and Kellogg were also acquired. 

In order to meet the needs of expanding activities, the Western 
Electric Manufacturing Co. enlarged its physical plant. The Kinzie 
Street Building in Chicago was purchased from General Stager in 
1877, for $25,000. In February 1879, the manufacturing shop of the 
Western Union located in New York City was leased for a period of 
10 years. Western Electric Manufacturing Co. agreed to manufac- 
ture all the electrical apparatus required by the Western Union and 
to give that company the benefit, at cost, of all licenses and patents 
controlled bv it. 

As a result of its intimate relations with the Western Union Tele- 
graph Co., the latter's subsidiary, the American Speaking Telephone 
Co., and the various telephone exchanges sponsored by itself, the 
Western Electric Manufacturing Co. had by this time become a large, 
if not the largest, manufacturer of telegraph and telephone apparatus 
and equipment in the United States. 

On June 16, 1880, the capital stock of the company was increased 
from $150,000 to $300,000. The new stock was issued to stockholders 
of record as a 100-percent stock dividend. 

In 1881, it purchased a controlling interest (61.1 percent) in the 
Gilliland Electric Manufacturing Co. of Indianapolis, lnd. 

The settlement of November 10, 1879, between the Bell interests 
and the Western Union, together with the sale by the Western Electric 
Manufacturing Co. of its interest in the telephone exchanges in the 
Middle West in 1880, deprived the latter company of a large portion 
of its telephone business. Until 1878, all the telephone apparatus for 
the Bell licensees was manufactured by Thomas A. Watson, Bell's 
early assistant, in the shop of Charles Williams, Jr., located in Boston. 
This shop was unable to meet all the Bell System requirements. As a 
result, the National Bell Telephone Co. licensed other electrical manu- 
facturing companies to manufacture telephone apparatus and equip- 
ment for Bell licensees. Those compames were: The Telephone & 
Telegraph Construction Co., licensed in 1878; Post & Co., of Cin- 
cinnati, Ohio; Davis and Watts, of Baltimore; the Electric Mer- 
chandising Co. of Chicago, licensed in 1879; and the Gilliland Electric 
Manufacturing Co. (formerly Indianapolis Telephone Co.) of In- 
dianapolis, lnd. 

The Western Electric Co. of Illinois (1881-1915). 

The American Bell Telephone Co., organized April 17, 1880, adopted 
as its policy a three-point program developed by its general manager, 
Theodore N. Vail. This program included "the following points: 
First, the establishment of the parent company, the American Bell 
Telephone Co., which would exercise financial control over local operat- 
ing companies; second, the development of a system of long lines to 
connect local operating companies in a Nation-wide telephone system; 
and third, the acquisition of a manufacturing company closely asso- 
ciated with the telephone industry, which would be responsive to its 
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needs and which would be controlled by the parent company in the 
interest of the telephone industry rather than in the interest of the 
manufacturer. The available manufacturers of telephone equipment 
at the time were the Western Electric Manufacturing Co., of Chicago., 
Post & Co., of Cincinnati, Davis & Watts, of Baltimore, the Electric 
Merchandising Co. of Chicago, Gilliland Electric Manufacturing Co., 
of Indianapolis, and the Telephone & Telegraph Construction Co. 
There was also the Charles Williams, Jr., shop, located at Boston, 
which was owned by the American Co. The American Bell Tele- 
phone Co. decided to acquire control of a company manufacturing 
telephone equipment and purchased a substantial interest in the 
Western Electric Manufacturing Co. as the first step. 1 

The American Bell Telephone Co. acquired, in July 1881, 40 percent 
of the capital stock of Western Electric Manufacturing Co. Western 
Electric Co., Inc., of Illinois was organized on November 26, 1881, 
to consolidate Western Electric Manufacturing Co., Gilliland Electric 
Manufacturing Co., and the manufacturing establishment of Charles 
W T illiams, Jr. The authorized capital stock of the new company was 
$1,000,000, divided into 10,000 shares of $100 par value. Of this, 
6,000 shares were issued to Western Electric Manufacturing Co. for 
its net assets excluding its interest in Gilliland Electric, and in the 
Irwin patents. For the net assets of Gilliland Electric, 800 shares 
were issued, and 1,200 went for the Charles Williams, Jr., properties. 
American Bell received 2,000 shares in consideration of its grant to 
Western Electric Co., Inc., of Illinois of a permanent exclusive license 
to manufacture telephones and telephone equipment under the Bell 
patents. Mainly through receipt of this 2,000 shares, American Bell’s 
40-percent ownership of the stock of Western Electric Manufacturing 
Co. became slightly more than a majority holding of the stock of 
Western Electric Co., Inc., of Illinois/ 

Manufacturing contract of February 6 , 1882 } — The first business 
undertaken by the Western Electric Co. of Illinois was to authorize 
its president and vice president to enter into negotiations with the 
American Bell Telephone Co. for the purpose of executing a contract 
as provided for in the preorganization agreement whereby the Western 
Electric Co. of Illinois would obtain the exclusive license to manu- 
facture all telephones and telephone apparatus for the Bell System 
covered by the patents owned and controlled by the American Bell 
Telephone Co. Such a contract was made on February 6, 1882. 
By its terms, the Western Electric Co. of Illinois became the exclusive 
manufacturer in the United States of telephones under patents owned 
and controlled by the American Bell Telephone Co. It was authorized 
to sell telephone appliances under American Co. and Western Electric 
patents to the American Co. and its licensees only, with provisions 
restricting the resale of such appliances. Western was given the 
exclusive right to manufacture telephones for the American Co., which 
in turn leased them to licensees. The American Co. was given an 
option to purchase patents owned by the Western Electric Co. on 
switchboards and other telephone apparatus. 

Execution of this contract assured the American Bell Telephone 
Co. of a dependable source of supply for telephone instruments and 
appliances. Not only was price control over telephone equipment 

» Ibid., pp. 19-13. 

* Bee exhibit 1362-E, pp. 1330-1334, and appendix 68. 

• See exhibit 1062, pp. 16-18. For a copy of this contract see infra, p. 613. 
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assured, but uniformity of design as well. The associated companies 
were not obligated to purchase any equipment from the Western 
Electric Co. However, as a matter of practice, almost all of their 
requirements had to be purchased from the Western Electric Co. 
The American Co. required the use by its licensees of equipment built 
according to American Co. specifications. The specifications were 
usually such as could be met only by the Western Electric Co. Also 
switchboard equipment was not interchangeable. Once an operating 
company installed a Western Electric switchboard, additions thereto 
necessarily had to be made of the same type and design. Inasmuch 
as the Western Electric Co. was the exclusive manufacturer of equip- 
ment under patents owned either by it or the American Co., and could 
sell only to American Co. licensees, the latter necessarily had to pur- 
chase their requirements from the Western Electric Co. 

Pursuant to the terms of the 1882 contract, the American Bell 
Telephone Co. w r as requested to terminate, and did terminate, the 
contracts made between Post & Co. and the National Bell Telephone 
Co., dated June 27, 1879; between Davis & Watts and the National 
Bell, dated June 24, 1879; and between the Electric Merchandising 
Co. and the National Bell, dated June 11, 1879. Thus, the Western 
Electric Co., Inc., of Illinois became the exclusive manufacturer of 
telephones in the United States for the American Bell Telephone Co. 

Modification of 1882 contract . 4 — On April 8, 1908, the contract of 
February 6, 1882, between the American Bell Telphone and the 
Western Electric Co., Inc., of Illinois, was amended to permit the 
Western Electric Co. to sell telephone equipment to telephone com- 
panies which were not licensees of the Bell System, subject to certain 
restrictions. 6 The reason assigned was the desire on the part of the 
American Co. to secure uniformity of equipment among non-Bell 
companies, so as to facilitate their connection with the Bell System 
long lines, and the development of unoccupied territory. The devel- 
op) pent of toll lines was quite rapid after the invention of loading 
coils in 1899. Three other circumstances undoubtedly were respon- 
sible in part for the modification of the 1882 contract. In 1908 the 
Roosevelt administration was vigoroulsy enforcing the antitrust laws. 
Also, Thomas B. Lockwood, patent attorney for the American Co., in 
a memorandum addressed to Theodore N. Vail, president, dated 
August 6, 1907, indicated that, with few exceptions, no basic patents 
in telephony at that time were exclusively the property of the Bell 
System. 6 The Western* Electric Co., could enlarge its market by 
selling to independents. Finally, competition with independent man- 
ufacturers might result in their elimination. Earlier efforts to purchase 
the Stromberg-Carlson Telephone Manufacturing Co. and the Kellogg 
Switchboard & Supply Co. had failed. 7 

Standard Supply Contract , 8 — The 1882 contract provided Bell 
licensees with a complete line of telephone equipment and apparatus, 
but made no provision for supplies, such as cross arms, pole-line 
hardware, insula tors, etc. The Bell licensees purchased these supplies 
in the open market and competed with one another for such supplies. 
Each licensee had to maintain purchasing and warehousing organiza- 


4 Fee exhibit 1952, pp. 1S-19. For a copy of the modified contract see infra, p. 613, of this report. 

1 appendix 6. 

• I hid., pp. 2S-3I. 

7 See infra, p. 137. 

1 ) ihit ! pp. 19-22. For copy of a representative present-day standard supply contract* see 

Infra, p. fill*, of t his report 
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lions. After its organization the Western Electric Co. gradually 
undertook the jobbing of general electrical supplies in addition to its 
manufacturing activities. In competition with other suppliers it 

g radually secured a large part of this business from the Bell licensees. 

y 1900 it was a large, if not the largest, distributor of cross arms, 
pole-line hardware, insulators and other electrical supplies, distributed 
from conveniently located supply houses. 

The first supply contract was executed in 1901, between the Western 
Electric Co. and the Bell Telephone Co. of Philadelphia. Under its 
terms, the Western Electric Co. assumed the function of purchasing 
and warehousing of supplies for the Bell Telephone Co. of Philadelphia. 
The contract proved satisfactory, and thereafter the American Co. 
encouraged the associated companies to negotiate standard supply 
contracts with the Western Electric Co. By 1913 the supply contract 
had been adopted by all of them. 

The Western Electric Co. of New York, (1915-37). 

The Western Electric Co., Inc., of New- York, was organized on 
November 17, 1915. It is the present-day organization of the Western 
Electric Co. The new corporation took over all the assets and lia- 
bilities of the Western Electric Co., Inc., of Illinois. The authorized 
capital stock was $15,750,000, of which $15,000,000 represented 
150,000 shares of 6-percent preferred stock w r ith a par value of $100 
per share, and $750,000 represented 150,000 shares of no par common 
stock with an indicated value of $5 per share. On January 1, 1936, 
there were 6,000,000 shares of common stock, with a stated book 
value of $142,500,000.® 

Various reasons were advanced by the company for the reorganiza- 
tion under the laws of New York. Among these were: The almost 
impossible tax situation in Illinois; a desire to adjust operations of 
the company to harmonize with actual conditions; a desire to capitalize 
the company’s surplus but to avoid the publicity which might at lend 
a more obvious “melon cutting”; and a desire to enlarge the corporate 
activities to include some wduch were authorized under the laws of 
New York, but which were of doubtful validity under the law's of 
Illinois. 10 

Changes in corporate structure . — The New York Corporation has 
made frequent use of the more liberal New York laws permitting 
greater freedom of corporate activity than w’ould have been possible 
under the laws of Illinois as they existed in 1915. Western increased 
its stockholdings in other corporations, usually by incorporating cer- 
tain of its departments as separate corporations and continuing its 
control over their activities. Also, on March 25, 1920, the board of 
directors authorized an issue of $35,000,000 of 5-year, 7-percent, 
convertible gold bonds, of w r hich $24,679,000 w'as converted into 
7-percent preferred stock on October 1, 1922. In 1915 and 1917, 
6-percent cumulative preferred stock w r as issued and an issue of 7- 
percent cumulative preferred stock was made in 1922, both without 
voting privileges. 

Upon organization in November 1915, the Western Electric Co. 
of New York issued 1 share of no-par common and 1 share of 6-percent 
preferred stock for each share of common stock outstanding of the 
Western Electric Co. of Illinois. The principal reasons for this 

* See exhibit 1062, p. 23. 

*• See exhibit 2m- A, pp. 32-33, and exhibit 2000-D, appendix 6. 
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change in capitalization were a desire to decrease the amount of 
dividends on each share of common stock without impairing the total 
return to the parent company, the American Co., which owned most 
of the common and preferred stock; and a desire to issue stock divi- 
dends on each share of stock without impairing surplus. This is 
indicated by the 50-percent stock dividend of 250,000 shares on 
September 30, 1925, and a split-up from 750,000 shares to 3,750,000 
shares on May 25, 1927, neither of which caused any reduction in 
surplus. From November 18, 1915, to December 31, 1925, there 
was no account designated as “surplus” on the books of the company. 
At December 31, 1925, some $25,500,000 was transferred to surolus, 
as of the beginning of the year, leaving $1,500,000 accumulated 
surplus in the common-stock account. During the period 1927-32, 
inclusive, various transfers were authorized between surplus and 
capital account, which, on a net basis, amounted to zero. 11 

The following changes in corporate structure occurred: 

(1) Bell Telephone Laboratories , Inc . — The Bell Telephone Labora- 
tories, Inc., of New York was organized on December 27, 1924, as 
a separate company, with headquarters in New York City, and began 
operations on January 1, 1925. The new corporation was owned 
jointly by the Western Electric Co., Inc., of New York, and the Ameri- 
can Co., each company owning 50 percent of the stock. The technical 
and engineering work of the Bell System had, ever since 1882, been 
conducted by two separate organizations — the engineering depart- 
ment of the American Bell Telephone Co. or of the American Tele- 
phone & Telegraph Co., and the engineering department of the West- 
ern Electric Co. The rapid growth of research and development work 
carried on by these two departments and the close relationship be- 
tween them, as well as the need for further coordination of scientific 
work in the communications field, were assigned by the company as 
reasons for concentrating such activities in a single organization. 1 * 

(2) The Graybar Electric Co . — Western disposed of its general elec- 
trical supply business, except that with the Bell System licensee com- 
panies, through the organization under the laws of New York of a 
separate corporation, the Graybar Electric Co., Inc., on December 11, 
1925, which was 100 percent owned by the Western Electric Co.; and 
the sale of stock of the Graybar Electric Co., Inc., on November 28, 
1928, to the Graybar Management Corporation, in which the employ- 
ees of the Graybar Electric Co., Inc., acquired an interest subject to 
the restriction of the sales contract. By the terms of this sales con- 
tract, control of the Graybar Management Corporation remains in 
the Western Electric Co. until certain conditions have been fulfilled. 
The reason assigned by the company for the organization of the 
Graybar Electric Co. w^as the continued expansion of the Bell System, 
with the consequent additional requirements for telephone service 
and facilities, which made it desirable to concentrate the productive 
efforts of the Western Electric Co. in the telephone field. The Gray- 
bar Co. sells telephonic equipment manufactured by Western to 
non-Bell customers. In addition, it sells, under its trade name, va- 
rious electrical apparatus and supplies, such as motors, generators, 
electric lamps, industrial and other lighting equipment, household 

" See exhibit 1952, p. 25, and exhibit 2090-A, pp. 32-34. 

See exhibit 1952, p. 25. 
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appliances, poles, pole-line equipment, wire, cable, and electrical ac- 
cessories of all kinds. 13 

(3) Electrical Research Products , Inc. — On December 30, 1926, the 
Electrical Research Products, Inc., a Delaware corporation, was or- 
ganized to take over the commercial development of electrical devices 
and inventions controlled by Western which were not suitable for dis- 
tribution through the Graybar Co. The new company was 100- 
percent owned by Western. It was stated that the new company was 
formed in order to separate the byproducts business of Western, such 
as sound motion-picture equipment, public-address systems, etc., 
developed by the Bell Telephone Laboratories, Inc., from the telephone 
business proper, so that Western might devote itself primarily to the 
telephone business. The products sold and distributed by Electrical 
Research Products, Inc., are developed and patented by the Bell Tele- 
phone Laboratories, Inc. Electrical Research Products, Inc., does no 
manufacturing, but grants licenses to other companies to manufac- 
ture, use, and sell machines, apparatus, methods, and processes de- 
veloped by the Bell Telephone Laboratories, Inc. It leases equip- 
ment of Western Electric Co. manufacture to various licensees. In 
addition to leasing sound motion-picture equipment and public- 
address systems manufactured by the Western Electric Co., it sells 
the following manufactured products of Western: Permalloy, mag- 
netic alloys, race-timing equipment, photo-electrical cells and devices, 
stroboscopic adjustment devices for watches, vacuum tubes, etc. 14 

(4) Sale of International Western Electric Co. — The various branches 
established by Western Electric Co. at various dates between 1882 and 
1915 were gradually converted to foreign corporations under the laws 
of the country in which located. On June 1, 1918, the International 
Western Electric Co. was organized as a subsidiary of Western Electric 
Co., Inc., of New York to takeover the latter's interest in these foreign 
corporations. The newly organized International Western Electric 
Co. owned from 10 to 100 percent interest in affiliated companies in 
the following countries: England, France, Belgium, Norway, Switzer- 
land, Austria, Hungary, Russia, Italy, Australia, South Africa, Canada, 
Argentina, China, and Japan. 

As of September 30, 1925, the Western Electric Co., Inc., of New 
York, sold the International Western Electric Co. to the International 
Telephone & Telegraph Corporation. The name of the International 
Western Electric Co. was thereupon changed to the International 
Standard Electric Co., which became the manufacturing subsidiary 
of the International Telephone & Telegraph Corporation. The sale 
agreement provided, among other things, that all the outstanding 
shares of capital stock of the International Western Electric Co., 
which consisted of 55,000 shares of preferred stock and 100,000 
shares of common stock, as well as the demand promissory notes held 
by the Western Electric Co., should be passed to the International 
Telephone & Telegraph Corporation. 

The Western Electric Co. received $29,306,534 from the sale of 
International Western Electric Co. The report to stockholders of 
Western Electric Co. for the year ended December 31, 1925, states 
that the profit resulting from the sale of International Western Elec- 
tric Co., Inc., after deducting Federal income taxes, and setting aside 

u Ibid., pp. 25-28. 

« Ibid., pp. 36-27. 
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reserves for pension fund under the agreement with International 
Standard Electric Corporation, was $6,255,096. In addition to this 
profit the Western Electric Co. received from International Western 
Electric Co. a special dividend of $9,700,000, just prior to the sale. 11 

On October 1, 1925, the Western Electric Co., Inc., of New York, 
entered into a contract with the International Western Electric Co., 
subject to the terms of the contract of sale between the Western 
Electric Co., Inc., of New York, and the International Telephone & 
Telegraph Corporation, under the terms of which the International 
Western Electric Co. agreed to pay the Western Electric Co., Inc., 
of New York, a royalty of one-half of 1 percent upon the sales of 
apparatus, whether patented or unpatented, made by the Interna- 
tional Standard Electric Co. (successor to the International Western 
Electric Co., Inc.), in return for technical information and other 
services rendered the International Standard Electric Co. by the 
Western Electric Co., Inc., of New York. This contract further pro- 
vided for an exchange of patent rights and patent and technical in- 
formation in matters relating to telephony and telegraphy. Excluded 
therefrom were patents and patent rights relating to television, all 
graphic and printed matter, sound-recording apparatus, telephone ap- 
paratus in aid of deaf, submarine signaling apparatus, direction finding 
and radio goniometry. The contract was made for a period of 15 
years, during which time the International Standard Electric Co. 
agreed to act as the exclusive distributor of certain products for ex- 
port of the Western Electric Co. in all countries of the world except 
the United States, Canada, and Newfoundland. This contract per- 
mits the Western Electric Co. to continue to secure profits from the 
sale of manufactured telephone apparatus and equipment in foreign 
countries. 

The sale of the International Western Electric Co. to the Interna- 
tional Telephone & Telegraph Corporation limited the geographic 
sphere of the Western Electric Co. substantially to the United States, 
Canada, and Newfoundland. 

(5) Weco Realty Corporation . — In 1929 the Weco Realty Corpora- 
tion was incorporated under the laws of the State of New York as a 
wholly owned subsidiary of the Western Electric Co. It was a real- 
estate holding company, organized for the purpose of holding certain 
real-estate securities of the Western Electric Co. Its capital structure 
consisted of 250 shares of common stock, each with a par value of 
$100, making a capitalization of $25,000. 

(6) Weco Corporation . — On May 14, 1930, the Weco Corporation 
was organized under the laws of Delaware as a wholly owned subsidiary 
of the Western Electric Co., for the purpose of purchasing and dealing 
in real estate and personal property of every description, acquiring 
property and assets from other corporations, holding and dealing in 
patents, owning securities in other corporations, making contracts of 
various kinds, and issuing its own securities. Its authorized capital 
stock consisted of 100,000 shares of no-par value. The Weco Corpo- 
ration took over, among other things, the frozen assets of Electrical 
Research Products, Inc., particularly those relating to interests in 
motion-picture companies and theaters, for the purpose of liquidating 
them. It was dissolved on June 12, 1934, and its holdings turned back 

» See exhibit 2090-B, pp. 395-401. 
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to the Western Electric Co. and to the Electrical Research Products, 
Inc . 16 

(7) Teletype Corporation . — As of September 30, 1930, the American 
Telephone & Telegraph Co. acquired the entire outstanding stock of 
the Teletype Corporation, a manufacturer of teletypewriter equip- 
ment. The consideration paid by the American Co. was 150,000 
shares of common stock of the American Co. for all of the common 
stock of the Teletype Corporation, and $1,467,795 for all of the pre- 
ferred stock of the Teletype Corporation. The common stock so ac- 
quired by the American Co. was immediately transferred by it to 
Western Electric Co. for $30,000,000. The preferred stock of Tele- 
type Corporation was purchased by Western from the American Co. 
at the same price paid by the American Co . 17 

(8) Nassau Smelting & Refining Co ., Inc . — On October 30, 1931, 
the Western Electric Co. acquired a 100-percent interest in a recla- 
mation unit, consisting of the business of the Nassau Smelting & 
Refining Co., Inc., and the plant and inventory of the Tottenville 
Copper Co., located on Staten Island, N. Y. Included in such pur- 
chase was the Argus Smelting Co. The latter company and the Tot- 
tenville Copper Co. were wholly owned but inactive subsidiaries of the 
Nassau Smelting & Refining Co., Inc. The purchase was made in 
order to provide Western with facilities for the reclamation of scrap 
metal which was accumulated in the manufacturing operations of the 
Western Electric Co. and from material removed from Bell System 
plant . 18 

Position oj the Western Electric Co. in the Bell System. — The manu- 
facturing contract of 1882 between the American Bell Telephone Co. 
and Western, together with the standard supply contracts between the 
Western Electnc Co. and the associated companies, established 
Western's position in the Bell System. Generally, its function is 
twofold: First, it is the manufacturing branch of the Bell System; and 
second, it is the purchasing and supply department of the Bell System. 
In connection with its latter function, Western is also a developer, 
storekeeper, installer, repairer, salvager, and junker of the Bell 
System. As developer, Western develops devices needed by the asso- 
ciated companies for the rendition of telephone service. Since 1925 
such work has been carried on by the Bell Telephone Laboratories, 
Inc., which is jointly owned by Western and the American Co. As 
storekeeper, Western maintains large quantities of telephone appa- 
ratus, equipment, and supplies at conveniently located warehouses 
which are readily accessible to the associated companies. As installer, 
Western maintains 13 offices in principal cities to install central-office 
equipment purchased from them by associated companies. As 
repairer, Western maintains shops in principal cities where used 
equipment removed from service is reconditioned for service in the 
associated companies. As salvager and junker, Western reclaims or 
finds a market for unserviceable and obsolete equipment of the asso- 
ciated companies. 19 

>• See exhibit 1952, p. 27. 

” See exhibit 1362-E, pp. 1397-1398. 

u Western Electric Co.. Inc., Report to Stockholders for the yea i endlDg Dec. 31, 1931, p. 11. 

»» See exhibit 1952, pp. 22-23. 
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CHAPTER 2 

GROWTH OF THE BELL SYSTEM 


In the foregoing chapter the various agencies of the Bell System 
which have been utilized in carrying on the activities undertaken from 
time to time have been described. In this chapter a concise statistical 
view of growth is presented. This historical survey deals with the 
commonly used measures of the magnitude of telephone business, such 
as assets and liabilities, revenues, telephone stations, wire mileage, 
traffic, and number of employees. The facts are presented in four 
sections, namely, those relating to the Bell System as a whole, the 
parent companies, the Associated Telephone Cos., and Western Elec- 
tric Co. For brevity, the tables give the relevant information by 
5-year intervals except that it is given for each year between 1930 and 
1935 in order to show the critical years of the depression period. 
More complete discussion of the development of the various parts of 
the Bell System will be found in detailed reports prepared by the 
investigational staff which are a part of the record in Federal Com- 
munications Commission Special Telephone Investigation, Docket 
No. I. 1 

SECTION 1. GROWTH OF THE SYSTEM AS A WHOLE 

The expansion of the Bell System is characteristic of the develop- 
ment of the telephone industry in the United States, with the excep- 
tion of the period 1894 to 1907, when the independent telephone 
interests gave an additional impetus and themselves constituted an 
important factor in the industry. 2 For over 25 years, however, the 
independent interests have occupied a stationary position in the tele- 
phone field — that is, the size of the independent properties has re- 
mained relatively stationary ; indeed, if anything, it has declined some- 
what. The Bell companies, on the other hand, have expanded by 
leaps and bounds, partly by acquisition of independent properties, but 

E rincipally due to the increasing demand for telephone service, wliich 
as become a necessity of modem life. 

The facts briefly depicted in this section relate to what is generally 
referred to as the Bell Telephone System. They include American 
Bell Telephone Co. to 1900; American Telephone & Telegraph Co. 
from 1885 to 1900 as the long-distance company, and from 1900 to 
1935 as the holding company; the long lines department of the 
American Co. ; and the licensees of the American Bell and American 
Telephone & Telegraph Co., generally known as the Associated Bell 
Telephone Cos. The statistics in this section do not include Western 
Electric Co., or Bell Telephone Co. of Canada, or any of the other 
companies aside from the associated companies in which American 

i See exhibUslM; 1380** A. B, and C; 1364; and 2090- A, B. and C. 

• On the development of independent telephone companies, see infra, pp. 129-139. 
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Telephone & Telegraph Co. has a direct interest, except insofar as 
they appear as investments in the total assets. Nor do they include 
facts pertaining to the subsidiaries of associated companies, of which 
there have been a considerable number, though small in size and 
importance, except the sublicensees of Pacific Telephone & Telegraph 
Co., which are considered as associated companies. 

Growth of Assets . 3 

The exceptional development of the Bell System is reflected in the 
increase in the magnitude of total assets and telephone plant as shown 
in table 5 and chart 3. It is there shown that by 1885 the Bell System 
had acquired total assets of some $60,000,000. Total assets doubled 
in the next 10 years, reaching little over $120,000,000 in 1895. This 
was the period of patent monoplv and high rentals on telephone 
instruments. In the next 10-year period, under the impetus of com- 
petition from independent telephone interests and lower rentals on 
instruments, Bell System’s business grew rapidly and total assets 
more than trebled, reaching $452,700,000 in 1905. During the 
succeeding 10-year period, the assets more than doubled, reaching a 
total of more than $1,000,000,000 in 1915; and during the next 
decade they almost trebled, reaching little short of $3,000,000,000 in 
1925. The greatest growth in total assets came during the post-war 
boom from 1920 to 1930, when total assets increased from $1,634,- 
000,000 to $5,000,000,000. During the next 5 >ears, Bell System 
telephone business experienced the first serious decline, and con- 
struction was radically curtailed. Consequently, by the end of 1935 
total assets had increased only to $5,037,000,000. 


Table 5. — Growth of the Bell System as reflected in its principal balance-sheet data 
as of Dec. 31, 1835 , to 1930 , inclusive, at 5-year intervals , and as of Dec. 31, 1031 , 
to 1935 , inclusive 


As of Dec. 31 

(a) 

Total assets 

(b) 

Telephone 
plant 1 

(c) 

Capital stocic » 

(d) 

Long-term 

debt 

(e) 

Surplus and 
reserves * 

(0 

1885 

$50, 081, 500 

$38, 518, 600 

$38, 229, 200 

$367,400 

$18, 866, 000 

1890 

84, 102, 200 

58,512, 400 

43, 792. 800 

7, 796, 100 

29, 212. 200 

1895 

120, 385, 000 

87, 858, 500 

57, 462, 700 

12, 074, 100 

44, 710, 200 

1900 

230, 225, 900 

ISO, 099. 800 

130, 006, 900 

61,137,900 

35, 497, 800 

1905 

452, 715, 100 

368, 065, 300 

238. 531,100 

128, 079,500 

63. 698, 000 

1910 

753, 323, 720 

610, 999,964 

344, 645. 430 

267, 358, 639 

119, 598,526 

1915 

1,057,907, 703 

8S0, 068, 520 

440,711,200 

355, 641, 381 

. 223, 401, 663 

1920 

1, 631, 249. 533 

1,363,826,327 

511,493, 407 

595.924, 216 

4 14. 039, 203 

1925 

2, 938,003,819 

2. 524, 905, 590 

1,144,618,690 

891, 008, 995 

748, 250, 136 

1930 

5, 000, 195, 801 

4, 043, 421,739 

2, 155, 052, 726 

1, 116,567, 223 

1, 524, 381, 451 

1931 

5, 024, 335, 551 

4,195, 063,589 

2, 172, 897, 419 

1,055, 761,529 

1,590, 401, 195 

1932 

4,901,575,912 

4, 188, 749, 128 

2,111, 114,130 

1,044, 476,459 

1, 578, 179. 760 

1933 

4, 907, 676, 603 

4,169,369,872 

2, 109,718.024 

1,037, 624,760 

b 594, 651, 948 

1934 

4,951, S96, 134 

4,177,950,148 

2, 106, 186, 655 

1,038, 824,685 

, 1,623,826,744 

1935 

5,037,141,551 

4,196,671,227 

2, 100, 474, 580 

1, 078, 377, 463 

1,673,161,031 


i Excludes general equipment. 

* Includes capital stock installments. 

• Includes premium on capital stock and depreciation reserves. 
Source: Exhibit 1360-A, tables 7 and 27, pp. 52 and 102, respectively. 


The major item in the total assets of the Bell System was, of course, 
telephone plant. In 1885, telephone plant accounted for $38,600,000, 
and in 1935, for $4,200,000,000. Total telephone plant showed the 
same characteristics of growth as total assets, the greatest advances 
taking place between 1920 and 1930. 


• Financial statistics in the text arc rounded out to the nearest hundred thousand or tothe nearest million. 
The exact figures are given in table 5. 
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Growth of Liabilities . 4 

Commensurately with total assets, total liabilities expanded enor- 
mously. Total par value of capital stock and stock installments of 
the parent company and those of the associated companies outstanding 
in the hands of the public grew from $38,000,000 in 1885 to $2,100,- 
000,000 at the end of 1935. Long-term debt and surplus and reserves 
also increased considerably, but not as markedly as stock. Up to 
1895, long-term debt was seldom over 10 percent of total assets. In 
1895, it amounted to $12,000,000. During the succeeding 5-year 
intervals, long-term debt accounted for between 30 and 35 percent of 
total assets, reaching $355,600,000 in 1915, and $596,000,000 in 1920. 
In this latter year, long-term debt was greater than capital stock, 
which stood at $511,000,000. In the next decade from 1920 to 1930, 
long-term debt increased from $596,000,000 to $1,116,000,000, whereas 
capital stock quadrupled, increasing from $511,000,000 to $2,155,- 
000,000. At the end of the period, total long-term debt was $1,078,- 
000,000, or a little over 20 percent of total assets. 5 

Premium on capital stock, surplus, and reserves constituted a large 
item in the total liabilities etthe Bell System in 1920, 1925, 1930, and 
1935. During these years surplus and reserves were more than 25 
percent of the total liabilities. They amounted to $1,673,000,000 at 
the end of 1935. 


Table 6. — Growth of the BeU System as reflected in its principal income data for the 
years 1885 to 1980, inclusive f at 5-year intervals , and for the years 1981 to 1986 , 
inclusive 


Year ended Dec. 31 

(a) 

Revenues 

(b) 

Net earnings 

(r) 

Net income 

(d) 

Dividends 

paid 

(e) 

Undistributed 
net income 

(0 

1885 

$10, 033, 600 

$4, 909, 300 

$4,881,600 

$3, 107, 200 

$1,774,400 

1890 

16, 212, 100 

7,144,500 

6, 865,800 

4, 101, 300 

2, 764,600 

1805 

24,197,200 

8, 708, 800 

8, 053, 300 

6, 066,900 

2, 986,400 

1900 

46, 385,600 

15, 753, 200 

13, 363, 600 

7, 893, 500 

6. 470, 100 

1905 

97, 500, 100 

31,310, 700 

25, 474, 400 

15,817, 500 

9, 656,900 

1910 

165,612,881 

50.994,408 

39. 437, 544 

25,160,786 

14, 276, 758 

1915 

239, 909, 649 

66,181,757 

48, 086,114 

32, 897, 065 

15,189,049 

1920. 

458, 140, 656 

79, 509, 168 

47, 785, 065 

39, 999, 579 

7, 785, 486 

1926 

761, 376, 740 

182, 443, 595 

136, 502, 931 

93, 242, 657 

43, 260, 274 

1930 

1,161,965,344 

267, 874, 425 

201, 645, 905 

156, 625, 142 

45,020, 763 

1931 

1,112,537, 717 

258, 098, 980 

193, 379. 178 

180,904,344 

12, 474, 834 

1932 

974, 121, 0S8 

194,471,039 

139, 336, 239 

185, 032, 048 

(45, 695, 809) 

1933 

894, 181, 485 

182,036, 381 

128,584,948 

183. 239, 975 

(54, 655,027) 

1934 

899, 454, 047 

190, 903, 623 

133, 342, 629 

183, 180, 517 

(49, 837, 888) 

1935 

948,644, 107 

197, 460, 627 

145,088,100 

183, 145, 146 

(38, 057, 046) 


Parentheses denote that dividends paid exceeded net income. 

Source: Exhibit 1360-A, tables 8 and 28, pp. 64 and 109, respectively. 


Revenues. 

The revenues of the Bell System show an increase comparable to 
the growth of total assets. As indicated in table 6, total revenues 
increased from $10,000,000 in 1885 to $1,152,000,000 in 1930, and were 
about $949,000,000 in 1935 after having reached a low of $894,000,000 
in 1933. Although the greatest percentage increase took place in the 
decade 1895-1905, when total revenues quadrupled from $24,200,000 
to $97,500,000, the largest gross amount of increase came in the years 
1920 to 1930, when they grew by nearly $700,000,000, from $458,- 

« Liabilities as referred to in this chapter must be taken in a balance sheet sense, and not as legal obliga- 
tions. Some items, such as bonds, are also legal obligations, of oourse. But when common stock, or re- 
serves, are referred to as liabilities the purpose is to characterise them as component parts of liabilities’ side 
•of the balance sheet. 

• See exhibit 1360-A, table 27, p. 102, for year-by-year relationship of the principal liability items. 
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Chart 3 

BELL SYSTEM 

PRINCIPAL BALANCE SHEET DATA 
AND RELATIVE SIZE OF SUCH DATA 
AT FIVE-YEAR INTERVALS * 

AS OF DECEMBER 31. 1885 TO 1935, INCLUSIVE 
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000,000 to $1,152,000,000. Net income has also grown by leaps and 
bounds, reaching nearly $202,000,000 in 1930, receding to $129,000,000 
in 1933 and being $145,000,000 in 1935. Since 1935 net income has 
regained most of its lost ground. The total dividend payments con- 
tinued upward to a peak of $185,000,000 in 1932, and were 
$183,000,000 in 1935.® 

Operating Statistics. 

To the end of 1930 there was constant growth in the number of 
Bell-owned telephone stations, central offices, total wire mileage, the 
amount of traffic and the number of employees. Subsequent to 1930 
certain of these items showed decreases and increases as indicated in 
table 7 and chart 4. Between 1885 and 1895 the increase in the num- 
ber of Bell-owned telephone stations was very gradual, having only 
doubled from 155,751 stations to 309,502 stations. This was the 
period of patent monopoly, with onlv Bell System stations in service, 
upon which high rentals were charged which had, of course, a retarding 
effect upon the development of the industry. But in the next 5 vears, 
under the impetus of competition from independents, the number of 
Bell-owned stations increased more than two and one-half times to 
835,911 in 1900. It is of interest to note that during these same 5 
years, the independent telephone interests which had entered the field 
only in 1894 had established over 500,000 stations of their own. 
Thus, in that year, there were 1,355,911 stations in operation in the 
United States. In the next 5 years, from 1900 to 1905, there was an 
increase of over 1,400,000 in the number of Bell-owned telephone 
stations, the total being 2,284,587 at the end of 1905. During this 
same period, independent stations increased by more than 1,000,000. 
The total number of stations in the United States in 1905 was 
4,126,924. 7 This development was due to the influence of competition 
and the lowering of rental charges. 8 


Table 7. — Growth of the Bell Telephone Sy stein as reflected hy plant and operating 
statistics , years 1885 to 1930 , inclusive , at 5-year intervals , and the years 1931 to 
1935 1 inclusive , as of end of year 


Year 

(a) 

Total Bell- 
ow ned na- 
tions 
(b) 

Total miles 
of wire 

(c) 

Total cen- 
tral oflices 

(d) 

Total num- 
ber of em- 
ployees i 

(e) 

Total pay 
roll * 

(0 

Average daily 
total con ver- 
sa! ions 

(R) 

1885 

155. 751 

155,791 

1, 165 

* 5, 766 


755 742 

1890 

227, 857 

331.642 

r, 241 

R’ 740 


1 441 161 

1895 

309, 502 

675.415 

1. 613 

< 14,699 


2 402 543 

1900 

835, 911 

1,961,801 

2,775 

37, 0(,7 


5 817 514 

1905 

2, 284, 587 

5, 779,918 

4. 532 

80. 661 


13 9)1 551 

1910 

3, 933. 056 

11,642, 212 

4,933 

121,310 


22! 281. 010 

1915 

5,968,110 

18. 505, 545 

5. .300 

156. 294 

$99, 454, 302 

26.' 002,’ 829 

1920 

8. 333, 979 

25, 377, 404 

5, 702 

231.316 

263. 729. 030 

33. 162. 600 

1925 

12, 035. 224 

45, 473, 540 

6,017 

293. 095 

381, 857, 078 

48, 800. 470 

1930 

15, 682, 059 

76, 248, 265 

6, 585 

324, 343 

534, 468, 061 

65, 298, 095 

1931 

15. 407,425 

79, 239, 198 

6,645 

294, 766 

483, 614. 147 

04. 905, 22 8 

1332 

13, 793, 229 

80. 491,073 

6. 778 

266, 357 

414,341.515 

61, 064, 000 

1933 

13.162.905 

80, 280, 772 

6. 763 

» 248. 497 

356, *286, 843 

67. 246. 000 

1934 

13. 457, 883 

80, 118,417 

6. 769 

» 248, 957 

371, 727, 262 

58, 790. O'*) 

1935 

13, 923, 301 

80, 458. 142 

6. 787 

• 244, 599 

387, 263, 755 

61. 085. 000 


* Does not include the employees of Western Electric Co., Inc. 

* Information not reported for years 1881 to lyl2, inclusive. 

1 Does not include Long Lines employees. 

4 Published figure, 14,517. 

1 Does not include occasional employees and employees on leave of absence. 

Source: Exhibit 1300- A , tables 9 and 29, pp.J56 and 1 15. respectively; and American Telephone & Telegraph 
Co. Comptroller’s Annual Report, 1935, pt. I, statement No. 56. 


• Earnings of the Bell System and its constituent sogments are discussed extensively in ch. 18. 
7 Fee table 32, p. 129, infra, for data on number of Bell and independent stations by years. 

1 Far a discussion of Boll-independent relations, see ch. 5. 
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Chart 4 

GROWTH OF THE BELL SYSTEM AS REFLECTED BY 
PLANT AND OPERATING STATISTICS 
AT FIVE-YEAR INTERVALS* 

AS OF DECEMBER 31, 1885 TO 1935, INCLUSIVE. 
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The number of Bell-owned stations increased steadily from 1905 
to 1930, each 5-year interval showing a larger increase in number of 
stations through 1925, until the total number of Bell-owned stations 
in 1930 reached 15,682,059. In addition, perhaps nearly 300,000 
stations were owned by small telephone companies which were sub- 
sidiaries of associated companies by virtue of stock ownership. 
These stations are not reported by the system as Bell-owned stations. 
Thus, in 1930, the total number of Bell-controlled stations must 
have been nearly 16,000,000, in comparison with some 20,000,000 
stations in the United States as a whole. From 1930 to 1933, there 
was a steady decline in the number of Bell-owned telephone stations, 
and since 1933 there has been a gradual increase. The reports, as 
of the end of 1937, indicate that all of the loss after 1930 in the num- 
ber of Bell System stations in operation has been regained, and the 
peak of 1930 has been surpassed. 

All the other indexes of Bell System growth have shown correspond- 
ing increases. Total wire mileage increased from 155,791 in 1885 
to 76,000,000 in 1930 and 80,000,000 in 1932 which remained sub- 
stantially unchanged at the end of 193 5. 9 Of this latter figure, 
65,000,000 miles consisted of exchange wire and 15,000,000 of toll 
wire. The total number of Bell Telephone employees, including those 
of the American Co. and of the associated telephone companies, 
increased from 5,766 people in 1885 to a peak of 364,045 people 
at December 31, 1929. 10 There were 324,343 people employed at 
the end of 1930. Five years later the number of employees had been 
reduced to 244,599. Even though for the 2 years, 1934 and 1935, 
the number of telephone stations in operation and average daily 
traffic increased gradually, the number of Bell Telephone employees 
showed a further decline over this same period. Bell Telephone 
System pay roll rose with the number of employees from $99,454,000 
in 1915 to $534,468,000 in 1930, then declined to a low of $356,287,000 
in 1933 and increased to $387,264,000 in 1935. Since 1935, there 
has been a slight increase both in number of employees and in the 
total pay roll, but this increase has not been commensurate with the 
statistics of telephone stations and traffic, which have come up prac- 
tically to the 1929 and 1930 levels. The average daily total conver- 
sations, including toll conversations, reached a peak of 65,000,000 
in 1930 and were 61,000,000 in 1935 after having reached a low of 
57,246,000 in 1933. Since 1935 there has been a gradual increase in 
average daily total conversations. By the end of 1937 practically 
all of the lost ground had been regained, but employment and pay 
rolls had not shown a corresponding increase. At December 31, 1937, 
the number of Bell-owned stations was 15,728,823, an increase of 
901,068 over 1936, and number of telephone employees was 272, 172. 11 
Among the principal reasons for the lag in employment are the fact 
that it has so far been unnecessary, in order to handle the increased 
business, to increase construction work to anywhere near the pre- 
depression level; and the continued change to the dial system method 
of operation. 

• See exhibit 1360- A, table 29, p. 115. 

*• See table 7, p. 41, and American Telephone <fc Telegraph Co. Annual Report to Stockholders for 1929, 

p. 26. 

h See American Telephone & Telegraph Co. Annual Report to Stockholders for 1937, p. 23. These 
data were adjusted to make them comparable with those in table 7, p. 41. 
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SECTION 2. GROWTH OF THE PARENT COMPANIES OF 
THE BELL SYSTEM 

The preceding section dealt with the total assets of the Bell System on 
a consolidated basis, including the investments of the parent company 
in interests other than telephone companies, such as Western Electric 
Co. Plant and property figures pertained to the telephone business, 
including the long lines department of the American Co. The facts 
with respect to capitalization were also on a consolidated basis, repre- 
senting the overall picture of the parent company and its associated 
telephone companies. A brief discussion of the major constitutent 
parts of the Bell System, namely, the parent companies, associated 
telephone companies, and Western Electric Co. will give a better 
understanding of the progress of the principal subdivisions of the sys- 
tem. It will oe found that the largest expansion has been occasioned 
by the growth of local operating companies, whereas the principal 
source of funds, as expressed in expansion of capital stock outstanding 
in the hands of the public, has taken place through the parent company 
which has undertaken to finance the requirements of the Bell System. 

In this section, the facts pertaining to growth of the parent organiza- 
tion are presented upon the following basis: From 1881 to 1885, 
the figures pertain to American Bell Telephone Co.j from 1885 to 
1900 , they include the consolidated picture of American Bell Tele- 
phone Co. and American Telephone & Telegraph Co.; and from 1900 
on, they include the facts pertaining to the latter company only. 

The growth of the parent organization of the Bell System is pre- 
sented in table 8, which gives total assets, investments, total plant and 
property, and current assets, by 5-year intervals, from 1881 to 1930 , 
and for each year following to 1935. 12 

Total Assets 

The total assets of the parent company have increased from a little 
over $8,000,000 13 in February 1881, to nearly $3,000,000,000 at the 
end of 1935. The largest single asset of the parent organization has 
been in the form of investments. These investments have increased 
from $1,196,638 at February 28, 1881, to $2,322,556,055 at December 
31, 1935. 

The growth of parent company assets is explained principally by 
the acquisition of investment interest in telephone companies. A 
good start was made at the inception of the permanent licenses in 1881, 
m exchange for which franchise stock was obtained from licensees. 
In addition to franchise stock, equity ownership in licensees was in- 
creased by cash purchases of stock. The result is conspicuously 
shown by the increase in the investments of American Bell Telephone 
Co., from $1,196,638 on February 28, 1881, to $22,351,730 as of 
December 31, 1885 (table 9). In the next 5-year period, the increase 
in investments was little more than $6,000,000. After tne expiration 
of the patents in 1893-94, there was a great advance in the exploitation 
of territories under the impetus of competition by independent tele- 
phone companies. Acquisition of increasing stock interest in licensees, 
rapid expansion of telephone service, and construction of long distance 
facilities explain the increase in parent company total assets, which 
include also those of the long distance company, from $24,600,000 in 

h See exhibit 1360-B, schedules 1 and 2, for these data for each year back to 1881. 

This figure includes $£,096,302 for patents. If this amount is deducted, other assets would be $2,124,700. 


Digitized by v^-ooQle 



INVESTIGATION OF THE TELEPHONE INDUSTRY 


45 


1885 to $100,000,000 in 1900. At the same time, a policy of acquiring 
independents was instituted. Under these conditions total assets 
of the parent company increased from $100,000,000 in 1900 to $490,000,- 
000 in 1910. By far the largest part of this increase was in invest- 
ments which jumped from $73,700,000 to $411,300,000 during the same 
period. Property, telephone equipment, and patents showed com- 
paratively slow growth, increasing from $21,700,000 to $58,900,000. 


Table Classification of the parent company’s assets as of Feb . 28, 1881 , and as 
of Dec . 81, 1885 to 1980, inclusive, at 5-year intervals, and as of Dec . 81, 1981 to 
1985, inclusive 


As of Dec. 31 

(a) 

Total assets 

(b) 

Investments 

(O 

Property, 
telephone 
plant, equip- 
ment, and 
patents * 

(d) 

Cash, de- 
posits, and 
marketable 
securities 

(e) 

Other assets 
and de- 
ferred 
debits 

(0 

1881* 

$8,121,062 

$1,196,638 

» $6, 569, 286 

$100, 753 

$254,386 

1885 

24, 597. 220 

22, 351, 730 

852, 579 

1, 002, 191 

390,720 

I860 

30, 845, 837 

28, 492, 753 

5, 892, 481 

216, 059 

2,244,544 

1896 

53, 086,414 

34, 487, 194 

14, 187, 044 

1, 407, 583 

3.004,593 

1900 

100, 124, 583 

73, 738, 824 

21,714, 012 

1,078, 072 

3, 593, 676 

1906 

219. 191, 802 

191, 576, 560 

45, 781,870 

6, 452, 310 

6,382,062 

1910 

490, 215, 377 

411,310, 633 

68, 877, 134 

13, 109, 340 

6,918,370 

1915 

622, 963, 904 

514, 693, 517 

65, 859, 593 

29, 870, 556 

12. 540, 329 

1920 

955, 319. 496 

796, 024, 244 

122, 784, 549 

26, 636, 360 

9,874,346 

1996. 

1, 646, 940, 374 

1, 364, 288, 971 

194, 677, 465 

72, 484, 921 

14,489,017 

1930 

3, 162, 926, 191 

2,318,380,022 

431, 697. 668 

388, 857, 763 

23,990,738 

1931 

3, 204, 646, 347 

2, 476, 900, 297 

455, 004, 729 

254,467, 862 

19,273,459 

1982 

3, 112, 567, 504 

2*74, 733, 603 

443, 325, 677 

170, 638, 344 

23,869,880 

1983 

3, 078, 568, 666 

2, 423, 440, 623 

443, 240, 046 

186, 644, 757 

25. 243, 240 

1934 

3,034,636,813 

2, 37G, 160, 962 

441,964,054 

199, 178, 557 

23, 333, 240 

1936 

2, 995, 761, 879 

2. 322, 556. 055 

436, 344, 242 

212, 575, 844 

24,275,738 


• As of Feb. 28, 1881. 

» Includes a balance of $6,998,302 in the patents account which was written up $5,184,519 over the amount 
shown on the books of the predecessor company, National Bell Telephone Co. 

* In the years 1880, 1895, 1900, and 1905 very small amounts are included in the telephone plant accounts 
representing patents. After 1907 no amounts are included in the accounts of the parent company repre- 
senting patents. 

Source: Exhibit 1360-B, table 123, p. 518, and schedule 2. 


Rapid growth in telephone service of associated companies, re- 
quiring immense amounts of capital for construction of new plant, 
acquisition of independent telephone companies, and extension of long 
distance telephone service, explain the growth of total assets, invest- 
ments, and plant and property since 1910. These were financed 
principally by advances and investment in common stock of the 
associated companies by the American Co. During the period 1910- 
20, total assets progressed to $955,000,000, whereas investments 
increased to $796,000,000. During this decade, which includes the 
introduction of the vacuum-tube amplifier and the extension of long 
distance telephony to encompass the whole continental United States 
from coast to coast, the long lines telephone property of the American 
Co. showed marked increase. 

During the period after 1920, the introduction of telephone plant 
changed m character and cost, as expressed by the increase in average 
telephone plant of the associated companies per average station from 
$172 in 1924 to $279 in 1935, 14 and the enormous increase in demand 
for telephone service were important forces boosting the financial 
requirements of the Bell System, which were supplied principally by 
the American Co. This explains the increase in total assets of the 
American Co. from $955,000,000 in 1920 to $3 ; 163,000,000 in 1930. 
The funds acquired by this expansion in capitalization were used 
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principally to acquire investments which increased from $796,000,000 
m 1920 to $2,318,000,000 in 1930, and to provide for the extension of 
its own plant, principally long distance property, from $123,000,000 
in 1920 to $432,000,000 in 1930. 

Investments. 

An analysis of the investments of the American Co. indicates that 
common stocks is the largest single item, and “notes, advances, and 
open accounts” the next substantial element. This is shown in table 
9. In 1881, all but a small part of the investments was in common 
stocks. In 1935, $2,129,000,000 out of $2,322,000,000 of investments 
was in common stocks. Investment in preferred stocks amounted to 
$56,000,000; bonds and mortgages were recorded at $13,000,000; and 
notes, advances, and open accounts at $124,000,000. 


Table 9. — Classification of the parent company's investments as of Feh. 28, 1881 , 
and as of Dec. 81, 1885 to 1930 , inclusive, at 5-year intervals, and as of Dec . 31. 
1981 to 1985, inclusive 


As of December 31 

(a) 

Total 

(b) 

Common 

stocks 

(0 

Preferred 

stocks 

(d) 

Bonds and 
mortgages 

(e) 

Notes, ad- 
vances, and 
open ac- 
counts 

(0 

1881 > 

$1, 196, 638 
22,351,730 
28. 492. 753 
34, 487, 194 
73, 738, 821 
191, 575, 5C0 
411,310,533 
514, 693,517 
796, 024, 244 

1, 364, 288, 971 

2. 318. 380, 022 
2, 475, 900, 297 
2, 474. 733, 603 

2, 423. 440, 623 

2, 370, 160, 962 
2, 322, 556, 055 

$1,036, 859 
22,351,730 
28, 492, 753 
34,487,194 
69, 782, 246 
145. 943, 634 
341,541,338 
399, 927, 765 
554, 664, 547 
1,033,159. 189 
1,874, 255,591 

2, 051.801,699 
2, 055, 195, 447 

2, 105, 775, 392 
2, 125, 980, 902 
2,129,022,112 



* $159, 779 

1885 



1890 




1895 




1900 


$1,937, 078 
2, 974, 578 

2.885.000 
4, 007, 670 

27,914,479 

6, 417, 671 

8. 255. 000 
13. 936, 044 
13, 133. 880 
13, 100, 000 
13, 100,000 
13, 100,000 

2, 019. 500 
29, 555, 898 
51,763, 195 
71, 309, 580 
185, 673, 753 
249, 993, 824 
363. 369, 440 
353,838, 443 
350, 034, 097 
248, 195, 052 
174, 740, 881 
124, 094, 764 

1905 

1910 

1915 . 

1920 

1925 

1930 

1931 

1932.... 

1933 

1934 

1935 

$13. 101,450 
15,121,000 
39, 448, 602 
27, 771, 465 
74, 718, 287 
72, 499, 991 
56, 324, 111 
56, 370,179 

56. 370. 179 

56. 339. 179 

56. 339. 179 


* As of Feb. 28, 1881. * 

* Represents amount receivable from Union Telephone Co. (Illinois) tor construction advances of $109,770 
and charge of $50,000 for license subsequently applied in connection with acquisition of capital stock of 
Chicago Telephone Co. 

8ource: Exhibit 1860-B, table 124, p. 521, and schedule 2. 

A further analysis of common stocks investment as of the end of 
1935 shows that $1,959,000,000 out of $2,129,000,000, or 92 percent 
of the American Co.’s investment in common stocks, was in the stocks 
of associated Bell Telephone companies. This is apparent in table 10. 
This preponderance of associated company stocks among the invest- 
ments of the Bell parent companies has been a fact all through the 
system’s history since the early eighteen eighties. A large portion of 
preferred stocks, notes, advances, and open accounts were also those 
of associated companies. 

At December 31, 1935, 77.53 percent of the $2,995,751,879 of total 
assets of the parent company was represented by investments, and 
only 14.57 percent by property, telephone plant and equipment, and 
patents. 15 At the same time the American Co.’s investment in asso- 
ciated Bell Telephone companies amounted to $2,131,000,000, out of 
total investments of $2,322,000,000. To put it otherwise, 91.77 
percent of total investments was in associated Bell Telephone com- 
panies, consisting principally of their common stocks and, to a much 


»• See exhibit 1360-B, table 123, p. 618. 
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lesser extent, of notes, advances, and open accounts. The investment 
in associated companies represented 71 percent of American Co.'s 
total assets. 

Plant and Property. 

The plant and property of the parent organization consists prin- 
cipally of long distance telephone facilities, and up to 1927 included 
also the telephone instruments owned by the parent organization. 
By and large, the growth of the American Co.’s plant and property 
account is represented by expansion of long lines plant. As shown in 
table 11, from 1890 to 1925, long lines plant and equipment increased 
from $4,000,000 to $152,000,000; whereas, the recorded amount for 
telephone instruments grew from $900,000 to $41,000,000. The 
telephone instruments were sold to the associated companies as of 
December 31, 1927. 16 From 1925 to 1930, the long lines plant 
expanded almost threefold, to $430,000,000 in 1930. At the end of 
1937 it was $438,000,000. 17 

Table 10. — Classification of the parent company's investments in common stocks 
as of Dec. 81, 1885 to 1980 , inclusive , at 5-year intervals , and as of Dec. 31, 1981 to 
1935, inclusive 

CLASSIFICATION BY AMOUNTS 


As of Dec. 31— 

(a) 

Total 

(b) 

Associated Bell 
Telephone 
companies 

(0 

Western Elec- 
tric Co., 
Inc., and 
predecessor 

(d) 

The Bell Tele- 
phone Co. 
of Canada 

(e) 

Other asso- 
ciated and 
miscellaneous 
companies 

(0 

1886 

$22,351, 730 

$21,235,065 

$528,000 

$587,500 

$1,175 

1880 

28,492,753 

28,714,031 

1,064,135 

714,412 

175 

1886 

34, 487, 194 

31, 416, 384 

1, 836, 135 

1, 234, 500 

175 

1900 . 

69,782,246 

61, 587, 556 

6, 382,295 

2,812,096 

300 

1906 

145, 943, 634 

131, 217, 619 

8,385,895 

4, 548, 195 

» 1,791,925 

1910 

341,541,338 

291, 402, 378 

18, 170, 100 

6, 510, 240 

>25,458,620 

1916 

399,927, 765 

377,401,504 

11, 432, 821 

8, 632, 140 

2,461,300 

1990 

554,664, 547 

490, 525, 631 

41, 158, 725 

10, 302, 566 

3,677,625 

1925 

1,033, 159, 189 

953, 270,343 

56,047,523 

16,988,489 

6,852,834 

1900 

1,874,255,591 

1,705,933, 703 

142,802,105 

18, 854, 783 

6,666,000 

1981 

2,051,801,699 

1,883,317,311 

142, 802, 105 

18,854, 783 

6,827,600 

1902 

2,055,195,447 

1,886,219,008 

143, 294, 156 

18,854,783 

6.827.600 

1988 

2,105,775, 392 

1,936, 246,508 

143,845,076 

18, 854, 783 

6,829,025 

1904 

2,125,980,902 

1,956,451,483 

143, 845, 611 

18,854, 783 

6,829,025 

1986 

2,129,022,112 

1,959, 145,950 

144, 192, 338 

18,854,783 

6,829,041 


CLASSIFICATION BY PERCENTAGES OF TOTAL 


1885 

100 

95.00 

2. 36 

2.63 

0.01 

1800. 

100 

93. 76 

3. 73 

2. 61 


1805. 

100 

91. 10 

5. 32 

3.58 


l»t. 

100 

88. 26 

7. 71 

4.03 


1005. 

100 

89. 91 

5. 75 

3.11 

1.23 

1010 

100 

85. 32 

5. 32 

1.91 

7.45 

1815 

100 

94.37 

2.86 

2.16 

.61 

1920. 

100 

90.06 

7. 42 

1.86 

.66 

1985. 

100 

92.27 

5. 42 

1.65 

.66 

1980 

100 

91.02 

7. 62 

1. 01 

.35 

ion 

100 

91.70 

6.96 

.92 

.33 

1 992 

100 

91.78 

6. 97 

.62 

.33 

1983. 

100 

91.95 

6.83 

.90 

.32 

1984. 

100 

92.02 

6. 77 

.89 

.32 

1985 

100 

92.02 

6. 77 

.89 

.32 


i Includes $1,281,140, representing a controlling interest in Western Telephone & Telegraph Co., which 
held a controlling interest in the following associated Bell Telephone companies: The Cleveland Telephone 
Co. f Wisconsin Telephone Co., The Northwestern Telephone Exchange Co., and The Southwestern Tele- 
graph & Telephone Co. 

* Includes $25,206,620, representing investment in $29,657,200, par value of common stock of the Western 
Union Telegraph Co. which was disposed of in 1914 in accordance with an arrangement with the Attorney 
General of the United States to avoid conflict with the Federal antitrust laws. 

Source: Exhibit 1360-B, table 126, p. 524, and schedules 6, 8, 9, and 10. 


i« This sale is discussed, infra, at p. 151. 

i7 See American Telephone & Telegraph Co., Annual Report to Stockholders for 1937, p. 24. 
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Liabilities . 18 

The total stated liabilities of the parent company of the Bell 
System have, of course, kept pace with the total assets. The principal 
item on the liabilities side of the balance sheet has been common 
stock, premiums and installments received on subscriptions to com- 
mon stock. This item increased from $5,950,000 at February 28, i 
1881, to $2,139,000,000 at December 31, 1935. This appears in table ' 
12. Of the latter figure, $1,865,000,000 represented par value of 
common stock, as shown in table 13. Long-term debt has also in- 
creased enormously from the earlier date, when it was only $296,000, 
to $443,000,000 at the end of 1935. Reserves for depreciation, con- 
tingencies, and surplus also showed corresponding mcrease. On a 
percentage basis it is of interest to note that common stock has consti- 
tuted by far the most substantial source of capital, whereas the pro- 
portion of long-term debt, as in the case of the system, as a whole, has 
not usually gone over 33 percent of total liabilities, but has been more 
often at less than 25 percent. 19 

As common stock of the parent company has been the main source 
of capital and the largest item on the liabilities side of the balance 
sheet, it is of interest to note the expansion of this item during the 
period of the existence of the American Bell and American Telephone 
& Telegraph Cos., as shown in table 13. The common stock of both 
companies was represented by shares having par value of $100 each. 

Table 11. — Classification of the parent company's property , telephone plant f equip- 

ment, and patents as of Dec . 81, 1885 to 1980 , inclusive, at 6-year intervals , and 

as of Dec. 81, 1981 to 1985, inclusive 


As of Dec. 31— 

(a) 


1885. 

1890. 

1895. 

1900. 

1905. 

1910. 

1915. 

1920. 

1925. 

1930. 

1931. 

1932. 

1933. 

1934. 

1935. 


Total 

Cb) 

Long lines 
telephone 
plant and 
equipment 

(c) 

Telephone 

instruments 

(d) 

Land and 
buildings 

(e) 

$852, 579 

$261,857 

$590, 722 


5, 892, 481 

4,224,023 

919i 275 

$744, 333 

14,187,044 

9, 346, 571 

1,285,940 

1, 045, 927 

21,714,012 

15, 810, 963 

4,311,929 

1,567,019 

45, 781, 870 

34,453,471 

8,507,145 

2, 577,870 

58, 877,134 

45,123,438 

11,568,966 

2, 184, 730 

65, 859, 593 

50, 052, 191 

15, 299, 001 

508, 401 

122, 784, 549 

94, 697, 128 

23, 876, 521 

3, 775, 408 

191, 677, 465 

152, 404. 677 

41,229,476 

2, 762 

431,697, 668 

430,137, 629 


3,017 

455.004,V 29 

453,431,698 


6,217 

443, 325, 677 

441,774,675 


6. 217 

443, 240, 046 

441,703, 164 


3. 200 

441,964,054 

440,877, 139 


3,200 

436,344,242 

435,267,312 


3, 200 


Miscella- 

neous 


(0 


> $4,850 
>2, 508, GOO 
i 24. 101 
1 243, 384 


435. 492 
1,040,550 
1.557,022 
1,556, 814 
1,544,785 
1, 538, 682 
1,083,715 
1, 073, 730 


* Represents balance in patents account. 

* Includes $8,600 for patents and $2,500,000 carried on the books as franchise, representing par value of 
capital stock of American Telephone <fc Telegraph Co. issued to American Bell Telephone Co. for license, 
which was written off against reserve for contingencies in 1900. 

Source: Exhibit 1360-B, table 128, p. 530, and schedule 22. 


The par value of capital stock outstanding of American Bell stood 
at $5,950,000 on February 28, 1881. By the end of 1899, the par value 
of outstanding shares had reached $25,886,300. As a result of the 
two-for-one exchange of American Co. stock for American Bell stock, 
this figure was doubled as of the beginning of 1900. By the end of 
1900, the par value of outstanding stock of the American Co. was 


“ 8ee footnote 4, p. 39. 

i* See exhibit 1360-B, schedules 1 and 2. 
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recorded at $56,990,100, not including 321,104 shares of treasury stock 
held by American Bell. By the end of 1935, this had increased to 
$1,866, 227,500. During the same period, the number of stockholders 
increased tremendously. In 1881, there were 540 stockholders. By 
1899, this had increased to 6,863; by 1930, it had increased to 492,760; 
by 1935, there were 675,755 stockholders. The number of stockholders 
reached a peak of over 700,000 at the end of 1932. Since then there 
has been a decline in the number of stockholders of record. The 
number at the end of 1937 was 641,686. 20 

Revenues. 

Concurrently with the increase of total assets, there has been a 
gradual yet steady increase in the revenues of American Telephone & 
Telegraph Co. and its predecessor, American Bell Telephone Co. 
For the 10-month period ended February 28, 1881, total revenues of 
American Bell were $421,000. In 1885, the revenues were $2,270,000. 
Five years later they were $4,000,000. In 1900, total revenues 
amounted to $9,500,000. Ten years later the total revenues were 
more than quadrupled, to $40,700,000. Between 1920 and 1930, 
total revenues nearly trebled, from $105,000,000 in 1920 to 
$294,000,000 in 1930. From 1931 to 1934 there was a decrease in 
revenues, but the trend has been upward again since 1935. In that 
year the total revenues were $230,000,000. A comparative statement 
of revenues for each year since 1881 is found elsewhere. 21 A statement 
of revenues at 5-year intervals is given in table 14. 

The growth in total revenues of the parent organization was, of 
course, affected by all the factors already enumerated in connection 
with the growth of assets. In addition, there were certain conditions 
bearing specifically on revenues that need to be mentioned. Until the 
expiration of the Hell patents, the rental on telephone instruments was 
high, and the principal revenue of the parent company consisted of 
license fees or rentals on telephone instruments. The reduction of 
instrument rentals after the expiration of the patents, and the increas- 
ing stock interest which the parent company was taking in licensees, 
made dividend income, particularly after 1893-94, a more important 
source of revenue. With the continued increase in the stock interest 
of the American Co. in licensees, 22 this item, of course, has become the 
most important source of revenue, accounting for more than 50 per- 
cent of the total revenues, including those of long lines, and between 75 
and 80 percent of the general departments revenues. The long lines 
revenues have shown a steady and continuous growth, particularly 
in the decade from 1920 to 1930. From 1930 to 1933, there was a 
decline, but the upward movement has been resumed since 1934. 
License fees, of course, have varied both with the changes in gross 
telephone operating revenues of the system, and with the changes in 
the rate charged, which declined from 4% percent in 1925 to 1% percent 
in 1929, the major reduction taking place on January 1, 1928, following 
the sale of telephone instruments by the American Co. to the associated 
companies. 

* See American Telephone & Telegraph Co., Annual Reports to Stockholders for 1932 and 1937, pp. 20 and 
22, respectively, for number of stock holders at the end of those years. 

» See exhibit 1360-B, schedules 41 and 42. 

* See supra, table 3, p. 21. 
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Table 12 . — Classification of the parent company's liabilities as of Feb. 88, 1881 , 
and as of Dec . 81, 1885, to 1930, inclusive, at 5-year intervals, and as of Dec . 31 , 
1981, to 1985, inclusive 


CLASSIFICATION BY AMOUNTS 


Date 

(») 

Total 

(b) 

Common stock, 
premiums, and 
installments 
received on 
subscriptions 

(c) 

Long-term 

debt 

(d) 

Other liabili- 

ties, deferred 
credits, and 
miscellaneous 
reserves 

(e) 

Reserves for 
depreciation 
and contin- 
gencies. and 
surplus 

(0 

1881 1 

1885 

$8,121,062 
24,597,220 
36, 845,837 

$5,950,000 
9, 989,463 
13,206,077 

$296, 100 

$244,248 

638,474 

$1,630,714 

13,969,283 

20,061,698 

1890 

2,000,000 

1,578^062 
2,882, 980 

1895 

53,086,414 

25,002,947 

2,000,000 

23,200,487 

1900 

100, 124, 583 

57, 154, 650 

20,000,000 

4,410,893 

18, 559,040 

1905 

249, 191, 802 

131,581,941 

78,000,000 

7,281,579 

32,328,282 

1910 

490, 215,377 

291, 299, 632 

116,141,000 

21,204,025 

61,570,720 

1915 

622,963,994 

423, 504, 661 

120, 182,700 

19,042,274 

60,234,359 

1920. 

955, 319, 498 

490,823,496 

317, 429, 000 

40,409,985 

106,567,017 

1925 

1,645,940,374 

1,004,054, 619 

387,692,600 

58, 666, 525 

195,526,630 

1930 

3, 162, 926, 191 

2, 166, 245, 839 

462, 615,700 
458,300,900 

88,884,089 

445, 18a 563 

1931 

3, 204, 646, 347 

2,206, 743,960 

85,013,921 

454, 587, 566 
432,329,084 

1932 

3,112, 567,504 

2, 148, 743, 165 

447. 335. 400 

445.056.400 

84,159,855 

1933 

3, 078, 568, 666 

2,147,381,759 

72, 143,218 

413,987,289 

1934 

3,034, 636,813 

2, 144,055,390 

444, 294,500 

68,323,073 

877,963,850 

343,444,263 

1935 

2, 995, 751, 879 

2, 139, 306, 915 

443,532,600 

69, 468, 101 


CLASSIFICATION BY PERCENTAGES OF THE TOTAL 


1881 * 

100 

73.27 

3.64 

3.01 

2 a 06 

1885 

100 

40. 62 


2.59 

56, 7® 

1890 

100 

35.84 

5. 43 

4.28 

54.45 

1895 

100 

47. 10 

3. 77 

5.43 

43.70 

1900 

100 

57.08 

19.98 

4.41 

18.53 

1905 

100 

52.80 

31.30 

2.93 

12.97 

1910 

100 

59. 42 

23.69 

4.33 

12.56 

1915 

100 

67.98 

19.29 

3.06 

9.67 

1920 

100 

51.38 

33.23 

4.24 

11.15 

1925 

100 

61.00 

23.56 

3.56 

11.88 

1930 

100 

68.49 

14. 63 

2.81 

14.07 

1931 

100 

68.86 

14.30 

2.65 

14.19 

1932 

100 

69.04 

14.37 

2.70 

13.89 

1933 

100 

69. 75 

14.46 

2.34 

13.46 

1934 

100 

70.65 

14.64 

2. 25 

12.46 

1935 

100 

71.41 

14.81 

2.32 

11.46 


i As of Feb. 28, 1881. 


Souroe: Exhibit 1360-B, table 131, p. 536, and schedule 2. 

Table 13 . — Capital stock outstanding and number of stockholders of American Bell 
Telephone Co. and American Telephone & Telegraph Co., years 1881 to 1980, 
inclusive , at 5-year intervals , and years 1931 to 1935, inclusive 


AMERICAN BELL TELEPHONE CO. 



Year 

Par value out- 
standing at 
end of year 

Number of 
stockholders * 


Year 

Par value out- 
standing at 
end of year 

Number of 
stockholders > 


(a) 

(b) 

(c) 


(a) 

(b) 

(0 

1881 ... 

l $5, 950, 000 
9, 697, 100 
12,500,000 

540 

1895 

$21, 500,000 

acts 

6,868 

1885 

1,607 

2,734 

1899 

25,886,300 

1800 









AMERICAN TELEPHONE & TELEGRAPH CO. 


1000 

a $56, 990, 100 

6,961 

1930 

$1, 795, 651, 200 

492,760 

10O5 _ 

131,551,400 

17, 055 

1931 

1,865,836,100 

581,288 

1010 _ 

263, 335, 600 

37, 594 

1932 

1,866,227,500 

667,288 

1015 . . . . 

380, 477, 100 

61,512 

1933 

1, 866, 227, 500 

700,212 

1020 

442, 825, 400 

124, 172 

1934 

1,866,227,500 

678,618 

1025 

921, 597, 500 

349, 191 

1935 

1,866, 227,500 

67 A 755 







i As of Feb. 28, 1881. 

* Figures are as of nearest available record date to annual meetings. 

* Does not include 321,104 shares originally issued to American Bell Telephone Co., which became treasury 
stock as a result of the consolidation consummated during 1900, as of Dec. 30, 1899. 

Source: Exhibit 1360-B, schedules 26-A and 27-A; and exhibit 2096- A, schedule 6, and appendix 2, sheet 5. 
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Table 14. — Classification of the parent company’s revenues Jar the period ended 
Feb. 28, 1881 , the years 1886 to 1980 , inclusive , at 6-year intervals, and the years 
1931 to 1986, inclusive 

AMERICAN BELL TELEPHONE CO. 




General department 

Long lines 

Year ended 
Dec. 31— 

Total revo- 
ues 

Dividends 

Interest 

License 

fees 

Miscella- 

enous 

Total 

depart- 

ment 

(a) 

<b) 

(c) 

(d) 

(e) 

(0 

(g) 

00 

1881 1 

1885 

$421,005 

2,270,438 

$11,200 
597, 470 

$4,332 
39, 813 

$378,653 

1,530,951 

$26,810 

102,204 

$421,006 

2,270,438 



AMERICAN TELEPHONE & TELEORAPH CO. AND AMERICAN BELL TELEPHONE CO. 


1800 

$4,029,414 

$1,306,381 

$77, 447 $2, 109, 575 

$128,200 

$3,621,603 1 

$407,811 

1895 

5, 147, 436 

2, 199, 461 

215, 320 1, 179, 566 

223,671 

3,818,018 

1,329,418 


AMERICAN TELEPHONE & TELEGRAPH CO. 



* 10-month period ended Feb. 28, 1881. 
Source: Exhibit 1360-B, schedules 41 and 42. 


SECTION 3. GROWTH OF ASSOCIATED BELL TELEPHONE 

COMPANIES 

It was indicated in the preceding section that the largest interest 
of the American Telephone & Telegraph Co., representing 71 percent 
of its total assets, is in the form of investments m associated compa- 
nies, which render local exchange and toll telephone service throughout 
the United States. Whereas the American Co. controls the associated 
companies, and supplies them with capital obtained by the issue of its 
own. securities to the public as represented by the enormous growth 
in its capitalization, the larger part of the telephone property is owned 
and operated by the associated companies, and, therefore, the growth 
of the Bell System as a whole is mainly a manifestation of the expan- 
sion in the business of the associated companies. A brief view of 
various accounts and statistics pertaining to associated companies 
will make this clear. 

Total Assets and Telephone Plant. 

In recent years over 75 percent of the total assets and over 90 
percent of the total telephone plant and equipment in the Bell Sys- 
tem, have been represented by the assets and plant, respectively, of 
the associated Bell Telephone companies. This is apparent from a 
comparison of table 15 with table 5. The total assets of the associated 
companies at December 31, 1885, were over $54,000,000. Fifty 
years later, total assets were $4,196,000,000. Telephone plant anil 

Digitized by Google 




52 INVESTIGATION OF THE TELEPHONE INDUSTRY 

equipment has always been the most important asset of the associated 
companies. This item was $34,000,000 at the end of 1885, and 50 
years later it was over $3,828,000,000. 

The growth has been steady, but the greatest expansion took 
place between 1920 and 1930, when total assets grew from $1,474,- 
000,000 to almost $4,000,000,000, and telephone plant and equipment 
expanded from $1,264,000,000 to $3,690,000,000. This was due 
partly to the growth in telephone service, as indicated by the number 
of Bell-owned stations (excluding long lines) which increased from 
8,333,648 at the end of 1920 to 15,675,234 ten years later, and partly 
by the fact that Bell plant changed in character and cost as reflected 
in the recorded investment per station, which rose from approxi- 
mately $153 to $219. 


Tablb 15. — Growth of the Associated Bell Telephone companies as reflected in their 
principal balance-sheet data as of Dec. 31, 1885 to 1930, inclusive, at 6-year 
intervals , and as of Dec . 31, 1931 to 1935, inclusive 


As of Deo. 
31— 

<») 


Total asset* 


(b) 


Telephone 
plant and 
equipment 1 

(c) 


Capital stock > 
(d) 


Funded debt 

Ce) 


Fixed capital 
reserves 8 

CD 


Surplus 4 

<f) 


1888. 

1890 

1896. 

1900 

1906 

1910 

1915 

1920 

1926 

1930 

1931 

1932 

1933 

1934 

1936 


$64,460,637 
76,861,666 
101,602,886 
208, 346, 131 
400, 311,062 
661,226,882 
935, 717, 366 
1, 473, 968. 306 
2,623,336,676 
3,698,314,061 
4, 130, 241, 881 
4,116,612, 671 
4,066,162,040 
4,121, 625,806 
•4,196,330,872 


$34,066,102 
63,666,610 
70,077,644 
166, 631, 438 
316, 326, 842 
657,368,622 
823, 663,823 
1,263, 768,063 
2,374,614,666 
3, 660, 608,423 
3, 813. 601,422 
3,813,026,708 
3, 766, 406, 286 
3, 804, 226, 170 
3,828,836,684 


$46,736,355 
68,660,621 
67, 236, 768 
142,483,641 
267,964,436 
378, 618, 378 
436, 806,977 
670,660, 162 
1,184, 836,907 
1,668, 141,347 
2,116,311,300 

2.116. 311.400 

2. 166.311.400 
2,167,044,448 
2,199,046,323 


$367,400 
4,473,280 
8,124,087 
26, 127, 731 
27,711,962 
118. 506,250 
234, 038,014 
304, 319, 675 
604, 668, 895 
571, 196, 727 
468, 656, 626 
483,362,409 
476, 576, 380 
477, 799, 865 
4 510, 068, 826 


$46,526,626 
128,166,907 
281, 744, 169 
484, 783, 601 
681,869,226 
724, 166, 807 
766,880,988 
815, 237,263 
880.862,333 
666,609,667 


$6,658,580 

8,328,632 

18,786,381 

16,478,456 

32,623,271 

36,054,264 

40,991,964 

62,039,716 

96,109,432 

234,583,887 

234,276,873 

210,467.663 

174,112,856 

157,715,091 

152*092,962 


i includes construction work In progress, but does not include intangible capital. 

> Includes capital-stock Installment Dayments and capital-stock premium when available. 

8 Comparable information not available prior to 1907. 

4 Includes reserves prior to 1900. ^ , . 

4 Includes $44,000,000 of bonds issued by Southwestern Bell Telephone Co., the proceeds from which were 
to be applied to payment of other bonds called for redemption on Feb. 1, 1936, the latter also being included 

^Includes $44,000,000 deposited for payment of bonds called for redemption as of Feb. 1, 1936. 

Note.— Some Intercompany duplications for the early yean may not have been eliminated. 

Source: Exhibit 1360-A. table 13, p. 66: and exhibit 1364, schedule A-I. 


Construction work was radically curtailed after 1930, reflecting 
adverse business conditions which resulted in the loss of slightly over 
2,500,000 stations in service by the end of 1933. Although demand 
for service increased steadily from the low point of 1933, still at the 
end of 1935 there were only 13,922,702 company-owned stations in 
service. In the light of these conditions, it is not surprising that 
following the large increases in total assets and telephone plant during 
the 1920’s, the rate of growth should decline so that by the end of 
1935, total assets were more than 1930 by only $198,000,000, and 
telephone plant and equipment by $138,000,000. In spite of this 
insignificant growth in comparison with the preceding era, the invest- 
ment in telephone plant per station increased principally because of 
the reduction in the number of telephones in service, from $219 to 
$279. 23 


n See exhibit 1364, schedule E-3. 
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liabilities. 

The associated companies have a capital structure consisting prin- 
cipally of capital stock, a characteristic which differentiates the Bell 
System from other types of operating utilities. The growth of 
associated companies’ business as measured by the expansion of 
assets has been accompanied by a corresponding increase in capital 
stock, most of which was taken by the parent company of the Bell 
System in conversion of advances. 24 The combined capital stock of 
associated companies increased from $46,700,000 in 1885 to $2,199,- 
000,000 in 1935, the greatest expansion taking place between 1920 
and 1930, when capital stock grew from $571,000,000 to 
$ 1 ,968,000 ,000 . 24 

The funded debt of associated companies expanded considerably 
with the years along with that of the system as a whole but never 
exceeded 27 percent 26 of total assets or liabilities. The funded debt 
expanded from $367,400 in 1885, and $4,473,280 in 1890, to $571,- 
000,000 in 1930, and declined to $510,000,000 in 1935. At the latter 
date funded debt was nearly 12 percent of total liabilities. 

Another item of liability, fixed capital reserves, came into promi- 
nence in the accounts of the associated companies after 1907, when 
fairly uniform methods of depreciation accounting were adopted. 
The fixed capital reserves of the associated companies increased from 
$46,526,626 m 1910, to $966,000,000 in 1935. The growth of fixed 
capital reserves, consisting principally of depreciation reserves, has 
more than kept pace with the expansion of plant. From 1920 to 
1925, these reserves increased from nearly $282,000,000 to $485,- 
000,000, or by approximately $203,000,000. The increase was com- 
mensurate in the next 5-year period. In 1930 they reached the sum 
of nearly $682,000,000, or about $197,000,000 more than in 1925, and 
$400,000,000 more than in 1920. During the interval 1920 to 1930, 
it will be recalled that telephone plant of the associated companies 
increased by $2,427,000,000. The growth in reserves during the 
same decade was, therefore, better than 16 percent of the accretion in 
plant. From 1930 to 1935, however, whereas plant and equipment 
expanded only by $138,000,000, fixed capital reserves increased from 
$682,000,000 to $967,000,000, or by $285,000,000, due, of course, to 
their accumulation through annual expense charges amounting to a 
fairly definite percentage of plant already expanded by an enormous 
construction program which culminated in 1930-31. 27 As a result, 
the percentage of reserves to total liabilities increased from 17 percent 
in 1930 to 23 percent in 1935. As applied to plant and equipment, 
the percentage varied from a little over 18 percent in 1930 to more 
than 25 percent in 1935. The fixed capital reserves of the Bell Sys- 
tem, at December 31, 1935, were $1,061,650,1 14. 28 Thus, associated 
company fixed capital reserves represent the larger portion of similar 
reserves for the system as a whole, principally because the parent 
company’s comparable reserves are applicable mainly to its long lines 

S roperties, which measure a little over 10 percent of the total Bell 
ystem telephone plant. 

On the other hand, the surpluses of the associated companies do not 
bulk large even though these companies are the principal source of 

« See infra, table 63. p. 426. 

* Figures include capital-stock installments and premiums. See table 16, p. 62. 

* This percentage was 26.21 at the end of 1914. See exhibit 1360-A, table 40, p. 140. 

* See exhibit 1364, schedule 0-4, for depreciation rates. 

* See infra, table 22. p. 71. 
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revenues in the Bell System. Surplus and reserves were $5,600,000 
in 1885, and in 1910, when reserves were segregated, surplus amounted 
to $36,000,000. In 1930 the surplus had risen to $234,000,000, and 
in 1935 it had declined to $152,000,000. The parent company of the 
system had larger surpluses than these. The reason, of course, was 
that the associated companies have followed the policy, dictated by 
the parent company, of paying out most of their net earnings in 
dividends to the parent company. 

Revenues. 

Associated companies’ telephone operating revenues increased from 
$9,600,000 in 1885 to $1,019,000,000 m 1930. The greatest expansion 
in telephone operating revenues took place in the decade 1920-30, 
when they increased by more than $600,000,000, from $412,000,000 
in 1920 to $1,019,000,000 in 1930. Then they receded to $821,000,000 
in 1933. Since 1933 total telephone operating revenues have been on 
the rise. The operating revenues of the associated Bell Telephone 
companies constitutes the main source of revenue for the Bell System, 
accounting for between 85 and 90 percent of the total operating 
revenues of the system as a whole. 29 

Net income of associated companies during the same 50-year period 
increased from $3,700,000 in 1885 to $160,000,000 in 1930, and receded 
to $118,000,000 in 1933. The associated companies have paid out 
most of their net income in dividends. The principal recipient of 
these dividends, of course, is the parent company of the system. 

Operating Statistics. 

A comparison of the data contained in table 17 on page 57, and in 
table 7 on page 41, indicates that there are a relatively small number 
of stations operated by the long lines department of the American 
Telephone & Telegraph Co., the greater part being attached to the 
exchanges of the associated companies; that of the 80,000,000 miles 
of wire, over 73,000,000 miles belonged to the associated companies; 
all of the central offices were operated by them, as the long-lines 
department of the American Co. does not operate central offices; all 
but a small percentage of total Bell Telephone employees were working 
for the associated companies; and all out a small proportion of the 
total daily conversations take place over the lines of the associated 
companies, although the small proportion of the total conversations 
taking place over the lines of long-lines department produce higher 
revenue per unit since they involve longer distances. With the ex- 
ception of long lines and Western Electric Co., the growth of the Bell 
System is due to the expansion of associated companies. It is not 
necessary, therefore, to repeat here the growth of the various operating 
indexes as they relate exclusively to the associated companies. 

m Compare table 6, p. 89, with table 16, p. 66. 
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Table 16 . — Qrowth of the associated BeU Telephone companies as reflected in their 
principal income data t years 1885-1980 , inclusive , at 6-year intervals, and years 
1981-1985, inclusive 


Year ended Dec. 31 
(a) 


1886. 

1800. 

1805. 

1000. 

1006. 

1910. 

1015. 

1020. 

1026. 

1060. 

1031. 

1032. 

1033. 

1034. 

1035. 


Total tele- 
phone operat- 
ing revenues 

Net earnings 

Net Income 

Dividends 

paid 

Undistributed 
net income 

(b) 

(O 

(d) 

(e) 

CO 

$9,628,047 
15, 162, 501 
21,672,072 
41,492,999 
87, 505, 217 
140,669,378 
221,084,550 
412, 475, 418 
687,800,471 
1,018, 672,293 
006,813,626 
806,343,795 
821, 101, 170 
822, 516, 557 
860,430,726 

$3, 712, 494 
5, 142,428 
7,435,638 
13, 181,603 
25,370, 753 
39,740,818 
52, 500,003 
50,960, 170 
137,034,402 
211, 543, 006 

218,912,000 

170,094,102 

163,690,018 

170,065,148 

175, 931, 101 


$2,020, 134 
3,076,661 
>3,334,016 
9,174,713 
14,456,330 
23,271,727 
27,510,453 
35,307,626 
80,416,432 
140,900,018 
155,358,722 
152,932,993 
141,782,159 
129, 127, 183 
135, 060,255 

$1,648,781 

1,027,564 

3,446,831 

2,262,574 

6,467,116 

7,991,284 

9,663,788 

(9,763,313) 

16,860,654 

18,714,120 

0,306,774 

(23,648,116) 

(24,151,330) 

(3,626,142) 

1006,024 


i Excludes stock dividend of $544,400. 

Parentheses denote that dividends paid exceeded net Income. 

8ouroe: Exhibit 1360-A, table 14, p. 08; and exhibit 1860-B, schedule 04. 


SECTION 4. GROWTH OF WESTERN ELECTRIC CO., INC 

The expansion of the Bell Telephone System has naturally been 
accompanied by a corresponding development in Western Electric 
Co., which has been since 1882 the manufacturing affiliate, often called 
the manufacturing department, of the Bell Telephone System. The 
growth of this company as reflected in its principal balance sheet 
items, income statement, and sales data, is indicated in tables 18, 19, 
and 20, respectively. 

Total Assets. 

On March 31, 1882, the recorded total assets of the Western Elec- 
tric Co. of Illinois were $1,114,000, and the gross plant $190,000.*° 
At December 31, 1929, total assets were recorded at $308,721,000, and 
gross plant at $134,564,000. Depreciation reserve at this time was 
$64,671,000, leaving net plant of $69,893,000. At December 31, 1936, 
recorded total assets were stated at $203,099,000, and gross plant at 
$136,490,000. 31 Depreciation reserve was recorded at $72,320,000, 
leaving net plant of $64,170,000. 

The greatest rate of growth of total assets came in the period 1896 
to 1906, when total assets increased almost tenfold from $6,788^000 
to $63,185,000. An analysis of this growth indicates that only a little 
over $10,000,000 of this was in net plant. The real explanation of 
the 1906 situation of Western is found in the increase of merchandise 
inventories to a high of $22,183,000, and of bills and accounts re- 
ceivable to $24,555,000, both abnormal levels, presumably due to the 
inability of Bell companies to absorb and pay for Western products 
as a result of difficulties of financing. By 1908, total assets were 
down by about $19,000,000, and inventories and accounts receivable 
by a little less than $10,000,000 each. 82 

*• There was no depreciation reserve In 1882. 

*» See exhibit 2000-C, schedule 3. 

** Ibid. 


Digitized by v^-ooQie 












INVESTIGATION OF THE TELEPHONE INDUSTRY 


57 


Table 17 . — Growth of the associated BeU Telephone companies as reflected in plant 
and operating statistics , years 1885 to 1980 , inclusive , at 5-year intervals , and years 
1981 and 1985 , inclusive 




As of end of year 

Average dally 
total conver- 
sations 

(0 


Year 

(a) 

Bell-owned 

stations 

(b> 

Total miles 
of wire 

(O 

Total Bell 
central 
offices 

(d) 

Total number 
of em- 
ployees i 

(e) 

1885 

(») 

(») 

1, 165 

(*) 

8, 440 
13, 923 

$ 

1890 

227, 357 

291,333 

1,241 

1895 

308, 751 

587, 119 

1,613 
2. 775 

2. 399. 061 
6,810,318 
13, 890, 106 
22, 252, 130 
25, 955, 217 
33, 083, 494 
48, 690, 238 
65, 132, 969 
64,747, 122 
60, 946, 000 
57, 136, 000 
58, 674. 000 
60, 960,000 

1900 

834, 844 

1, 79-1, 391 

3«; 307 
85, 492 
117, 230 
151,075 

1905 

2, 282, 378 

5,411,719 

4.532 

1910 

3, 930, 630 
5, 967, 553 

11, 154, 596 

* 4, 931 

* 5,299 

1915 

17,985,452 

1920 

8, 333, 648 

24, 459, 197 

5,702 

219, 784 
281, 104 

1925 

12.aH 921 

43, 928, 234 

6,017 

1930 

15. 675, 234 

71,037,136 

6,585 

301,891 

1931 

15, 399,388 

73, 185,638 

6,645 

276, 796 
251, 524 

235, 616 

236, 511 
232, 243 

1932 

13, 792, 877 

73,815, 052 

6. 778 

1933 - 

13, 162, 330 

73.601,890 

6, 763 

1931 

13,457,313 

73, 433, 922 

6, 769 

1935 

13, 922, 702 

73, 686, 340 

6, 787 



i Includes, in most instances, temporary employees. 

* Data not available. 

* Does not include 2 in 1910 and 1 In 1915 reported tor tbe long lines department. 

Souroe: Exhibit 1360-A, tables 15 and 43, pp. 70 and 147, respectively. 

From 1906 to 1915 there was comparatively alow growth. At 
November 17, 1915, the date of transfer of assets from the Illinois Co. 
to the Western Electric Co., Inc., of New York, total assets were 
$64,773,000, hardly more than they were at the end of 1906, but nearly 
$21,500,000 more than at the low point in 1909, when total assets 
were $43,000,000.“ After the transfer of properties to the New York 
Co. and the resultant reorganization, total assets increased to $77,000,- 
000 at December 31, 1916; $100,000,000 in 1918, and $164,563,000 
in 1920. In the next 2 years there was again a sharp reduction on 
account of depressed business conditions, to $151,877,000 in 1921, 
and $137,763,000 in 1922. These changes in total assets were re- 
flected in gross plant, merchandise inventories, cash, deposits, and 
marketable securities, and bills and accounts receivable. Gross and 
net plant continued to increase through 1922, when they reached 
$49,205,000 and $18,774,000, respectively. Merchandise inventories 
soared to $72,210,000 at December 31, 1920, an increase of $27,000,000 
from the previous year, and declined to $52,702,000 in 1922. Bills 
and accounts receivable reached $45,204,000 in 1920, $14,600,000 
higher than the previous year, and declined to $37,620,000 in 1922. 84 
Thus, the experience of 1906-8 was repeated in 1920-22. 

The same experience was repeated during 1929-35. Total assets 
increased from $195,000,000 at December 31 ; 1928, to a high of 
$308,721,000 at December 31, 1929. At that time gross plant repre- 
sented $134,564,000, sundry investments $62,179,000, merchandise 
inventories $95,940,000, bills and accounts receivable $65,180,000, 
and cash, deposits, and marketable securities $15,276,000. At the 
end of 1935, total assets were stated at $198,752,000. This indicated a 
reduction of about $110,000,000 from December 31, 1929. There 


»Ibid. 
* Ibid. 
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was an increase in gross plant of $3,000,000. 35 The reduction in gross 
assets between 1929 and 1935 was occasioned sundry investments, 
$5,000,000; merchandise inventories, $51,000,000; bills and accounts 
receivable, $48,000,000; and cash, deposits, and marketable securities, 
$6,000,000. In 1936 there were indications that a similar cycle was 
at its initial stages. It is surprising, in view of the absolute coordina- 
tion of the activities of the associated companies and Western Electric 
Co., an advantage generally claimed for the existing relationship, 
and in spite of the unified control of both market and manufacturing, 
that it has not been possible to smooth the fluctuations of inventories 
and bills and accounts receivable. When annual sales are considered, 
it is found that the fluctuations are still more violent. 

Table 18. — Growth of Western Electric Co ., Inc., and its predecessor as reflected 
in principal balance sheet data as of close of fiscal periods, 1882 to 1980, inclusive , 
at 5-year intervals, and as of end of years 1981 to 1985, inclusive 


[Dollars In thousands] 


As of— 

(a) 

Total assets 

(h) 

Net plant 

(0 

Sundry in- 
vestments 

(d) 

Current 
assets 1 

(e) 

Other 

assets 

(0 

Capital stock, 
long-term 
debt and 
surplus 

fe) 

Reserves 
for depreci- 
ation 

(h) 

Mar. 31,1882... 

$1, 114 

1 $190 

$5 

$657 

$262 

$880 


Nov. 30- 






1886 

1,468 

295 

168 

796 

199 

1,356 

$83 

1891 

3,972 

1,085 

19 

2,777 

91 

3,032 

438 

1896 

6, 788 

2,139 

85 

4,664 

15,383 


5,085 

1, 184 

1901 

22,454 

6,841 

230 


17,873 

4,165 

1906 

63,185 

12,447 

2,373 

48,365 


36,628 

9,271 

Dec. 31— 





1911 

57,412 

77,088 

10, 575 

3,759 

42, 510 

568 

50,192 

11,076 

1916 

•7,523 

• 12,041 

57, 181 

343 

55, 454 

13,320 

1921 

161, 877 

17,645 

20,769 

112,279 

1,184 

102, 373 

27,925 

1926 

188, 775 

31, 691 

16,544 

75,042 

140, 418 

122 

143,509 

46,517 

1930 

304, 498 

89,013 

139,980 

463 

221,932 

74,805 

1931 

286,787 

86,982 

78,217 

121, 192 

396 

222,248 

84,046 

1932 

257, 431 

83, 481 

71, 352 

102, 245 

353 

207,709 

195,784 

78,121 

1933 

242, 345 

78, 579 

69,395 

94,072 

299 

82,582 

1934 

232,810 

74, 104 

60,779 

97, 657 

270 

190, 079 

64,025 

1936 

198,752 

69,792 

57, 025 

71,656 

279 

156,242 

67,330 

1936 

203,099 

64,170 

55,406 

83,233 

290 

157,631 

72,320 


1 Includes merchandise inventory, cash, marketable securities, and bills and accounts receivable. 

• Gross plant, there being no depreciation reserve in that year. 

* These, and subsequent figures, are not comparable with those preceding, due to the fact that certain for* 
eign investments were consolidated prior to 1913 but treated as investments beginning with that year. 

Source: Exhibit 209O-A, table 1, p. 16; table 4, p. 24; table 8, p. 41: and exhibit 2090-C, schedule 3. 

Total Sales. 

Western Electric sales figures show an equally important expansion. 
For the year ended November 30, 1886, Western Electric sales 
amounted to $1,382,000. By 1929, the annual sales had increased to 
$410,950,000, all but $5,291,000 of which were sold in the United 
States, and all but $38,566,000 to Bell customers. Of the total sales 
by Western in 1929, $277,715,000 consisted of Western Electric 
manufactures, and $133,235,000 of supplies for which Western acted 
as purchasing agent. 

In 1933, total annual sales declined to $69,511,000, of which $64,- 
384,000 went to Bell companies. Western Electric manufactures sold 
in 1933, however, were only $41,821,000, in contrast to 1929 when they 
amounted to $277,715,000. Since the low point of 1933 there has 

*• Gross plant reached a high of $171,000,000 at the end of 1931, but receded after that until at the end of 1935 
it was only $3,000,000 more than as of December 31, 1929. 
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been gradual expansion of sales, until in 1936 they amounted to 
$146,421,000. 

In the period from July 1, 1881, to the end of 1936, covering the 
period of operations of Western Electric Co. of Illinois and of Western 
Electric Co., Inc., of New York, the total sales amounted to $5,157,- 
067,000, of which all but a small fraction were sales through domestic 
houses. Of the total sales, the major part, of course, came in the 
period 1916 to 1936, covering substantially the activities of the West- 
ern Electric Co. of New York. In this period the total sales were 
$4,333,430,000. The major portion of all these sales were to the 
associated Bell Telephone companies. Sales to Bell customers during 
the whole period 1882 to 1936, inclusive, amounted to $4,199,289,000, 
out of a total of $5,157,067,000, as shown in table 19. Since 1926, 
when Western Electric sold the non-Bell portion of its supply depart- 
ment to Graybar Electric Co., over 90 percent of the total sales nave 
been made to Bell customers. 


Table 19. — Sale* by classes of customers of Western Electric Co. (III.), July 1 , 1881 t 
to Nov. 17, 1916 , and Western Electric Co., Inc. (N. Y.), Nov. 18, 1916, to Dec . 
81, 1936 


Year or period ended— 

(a) 

Total sales 

(b) 

Bell customers 

(0 

Nc 

Total 

(d) 

m-Bell customi 

Domestic 

customers 

(e) 

ers 

Export cus- 
tomers 

(0 

Dec. 31, 1882 » 

$1,044,000 

$937,000 

$107, 000 


$107, 000 

Nov. 30— 


1S*3 J 

1,717,000 

1,656, 000 

61,000 


01, 000 

1884 

1,436,000 

1, 151,000 

285,000 

$160,000 

125,000 

1885 

1,189,000 

876,000 

313,000 

250.000 

63,000 

1886 

1,382,000 

848,000 

534,000 

471,000 

63,000 

1887 

2, 144, 000 

1,450,000 

694,000 

604, 000 

90,000 

1888 

2, 427, 000 

1,758,000 

669, 000 

584,000 

85,000 

1889 

2, 455, 000 

1,612.000 

843,000 

711,000 

132.000 

1890 

3, 591,000 

2, 262, 000 

1 , 329, 000 

1,091,000 

238.000 

1891 

3. 396, 000 

2. 072, 000 

1,324,000 

1, 176,000 

148,000 

1892 

3, 897, 000 

2,301,000 

1,596,000 

1,390,000 

206, 000 

1893 

4. 205, 000 

2. 757, 000 

1,448, 000 

1,258,000 

190, 000 

i m 

4, 100,000 

2,718,000 

1,442, 000 

1,227,000 

215, 000 

1*95 

5.007.000 

3, 990, 000 

1.677,000 

1, 454, 000 

223,000 

1896 

0, 098, 000 

4, 729, 000 

1,969,000 

1,692,000 

277,000 

1897 

7. 476, 000 

4. 872, 000 

2. 604, 000 

2, 106,000 

498,000 

1898 

8, 958, 000 

6,299,000 

2, 659, 000 

2, 263. 000 

396,000 

1899 

15. 922, 000 

12,683,000 

3, 239, 000 

2, 637, 000 

602.000 

1900 

22, 095, 000 

17,542.000 

4. 553, 000 

3,507,000 

1,046,000 

1901 

21,604,000 

16. 498, 000 

5, 166,000 

4,408.000 

758,000 

1902 - 

20, 638, 000 

20, 864, 000 

5, 774. 000 

5, 012, 000 

762, 000 

1903 

27, 343, 000 

20, 559, 000 

6, 784. 000 

6. 101,000 

683,000 

1904 ... 

28, 869, 000 

22, 093, 000 

6, 776. 000 

6, 086, 000 

690,000 

1905 

40. 478, 000 

32, 279, 000 

8. 199, 000 

7, 510, 000 

689,000 

1906 

65, 409, 000 

55, 220, 000 

10, 189, C01 

8, 955, 000 

1,234,000 

1907 

47. 348, 000 

34, 090, 000 

13. 258, 000 

11,485,000 

1,773,000 

1908 

26, 937, 000 

15, 983, 000 

10. 954, 000 

9, 950, 000 

1 , 004, 000 

1909 

40, 377, 000 

24, 543, 000 

15, 834, 000 

14, 752, 000 

1,082,000 

Dec. 31— 






1910 * 

63, 229.000 

44, 431,000 

18. 798,000 

16, 900, 000 

1, 898, 000 

1911 

61, 559, 000 

44, 132, 000 

17,427,000 

15, 549, 000 

1.878,000 

1912 

66, 133, 000 

47,231,000 

18, 902,000 

16,718,000 

2, 184, 000 

1913 - 

77, 533, 000 

56, 327, 000 

21,206,000 

18, 069, 000 

3, 137, 000 

1914 

66. 409, 000 

48, 128, 000 

18,281,000 

15,831,000 

2. 450, 000 

1915 

63. 852, 000 

42, 5,55, 000 

21.297,000 

18, 269, 000 

3, 028, 000 

1916 

106, 987. 000 

73,914.000 

33. 073, 000 

26, 294, 000 

6, 779, 000 

1917 

150, 340, 000 

104, 682, 000 

45, 658, 000 

37, 398, 000 

8, 260, 000 

1918 . 

145, 226,000 

79. 217, 000 

66. 009,000 

61,444,000 

4, 565, 000 

1919 

135, 722. 000 

80,361,000 

55, 361,000 

49,931,000 

5, 430, 000 

1920 

206. 112,000 

130,712,000 

75, 400, 000 

70, 215, 000 

6. 185, 000 

1921 - 

189, 765, 000 

142, 885. 000 

46, 880, 000 

40. 178, 000 

6. 702, 000 

1922 

210,941,000 

159,957,000 

50, 984, 000 

48, 998,000 

1,986,000 


* Represents period from July 1, 1881, to Dec. 31, 1882. 
1 Represents 1 1-month period. 

* Represents 13-month period. 
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Table 19. — Sales by classes of customers of Western Electric Co. (IU.), July 1 , 1881, 
to Nov. 17, 1916 , and Western Electric Co., Inc. ( N . Y.), Nov. 18, 1916, to Dec. 
SI, 19S6 — Continued 





Non-Bell customers 

Year or period ended— 

(a) 

Total sales 

(b) 

Bell customers 

(O 

Total 

( d ) 

Domestic 

customers 

(e) 

Export cus- 
tomers 

(0 

Dec. 31— 

1923 

$ 255 , 177, 000 

$189, 159,000 

$67, 018,000 

$63,523,000 

$3, 495,000 

1924 

298. 281,000 

233,300,000 

64,981,000 

60, 708,000 

4,273,000 

1925 

297. 729, 000 

226,700,000 

71, 029, 000 

67,585,000 

3,444,000 

1926 

< 263, 105, 000 

247, 172, 000 

15, 933, 000 

« 11,720,000 

4,213,000 

1927 

253, 724, 000 

241,062,000 

12,662,000 

9.335,000 

3,327.000 

1928 

287,931,000 

267, 808, 000 

20, 123, 000 

16, 497, 000 

3,626,000 

1929 

410, 950, 000 

372, 384,000 

38,566,000 

33,275,000 

5, 291, 000 

1930 

361, 478, 000 

338, 830,000 

22,648,000 

18,389,000 

4,259,000 

1931 

228, 956, 000 

219, 535, 000 

9. 421. 000 

5.353.000 

7,829,000 

1,592,000 

1932 

117, 850, 000 

112,497,000 

4,786,000 

567,000 

1933 

69, 511,000 

64, 384, 000 

5, 127, 000 

4,572,000 

555,000 

1934 

91, 807, 000 

84. 698,000 

7, 109, 000 

6, 272, 000 

837,000 

1935 

105,417,000 

97, 555, 000 

7, 862,000 

6,969,000 

893.000 

1936 

146, 421, 000 

136,031,000 

10,390,000 

10,318,000 

72,000 

Total 

5, 157, 067, 000 

4, 199, 289. 000 

957, 778, 000 

854,412,000 

103,366,000 


* Drop in sales due to sale of the supply department to Graybar Electric Co. 
Source: Exhibit 2090- C, schedule 83. 


Table 20. — Western Electric Co., Inc., sales to Bell customers and total sales, 
year 8 1916 to 19S6, inclusive 


[Dollars in thousands] 



Western Electric manu- 
factures 

Supplies 

Total Western Electric 
manufactures and supplies 

Year 













Percent 



Percent 



Percent 


Total 

Bell 

Bell of 

Total 

Bell 

Bell of 

Total 

Bell 

Bell of 




total 



total 



total 

(a) 

(b) 

(0 

(d) 

(e) 

(0 

is) 

(h) 

(0 

0) 

1916 

$46,457 

$39,792 

85.7 

$60,530 

$34, 122 

56.4 

$106, 987 

$73,914 

60.1 

1917 

68,342 

59,835 

87.6 

81,998 

44,847 

54.7 

WEZJEZm 


09.6 

1918 

66,986 

45,449 

67.8 

78,240 

33, 768 

43.2 

146,226 

79,217 

54.6 

1919 

55,657 

42,707 

76.7 

80,065 

37,654 

47.0 

135, 722 


60.2 

1920... 

79,406 

70, 197 

88.4 

126,706 

60, 515 

47.8 



63.4 

1921 

111,614 

100,696 

90.2 

78,151 

42, 189 

64.0 

189, 765 

142,885 

75.2 

1922 

124, 915 

115,952 

92.8 


44,005 

51.2 

210,941 

159,957 

75.8 

1923 

143,643 

132,118 

92.0 

111,534 

56,041 


255,177 

188*159 

73.7 

1924 

192,021 

177,427 

92.4 

106, 260 

55,873 

52.6 

298,281 


78.2 

1925 

181,653 

166,885 

91.8 

mSLJmM 

59,815 

51.5 

297, 729 


76.2 

1926 

192, 237 

176, 687 

91.9 

70,868 

70, 485 

99.5 


247, 172 

93.9 

1927 

183, 106 

170, 914 


70, 618 

70, 148 

99.3 

253, 724 

241,062 

95.0 

1928 

199,562 

179,806 


88,369 

88,002 

99.6 

287, 931 


93.0 

1929 

277,715 

242, 084 

87.2 

133,235 

130,300 

97.8 

MHOUKil 

^72,384 

90.6 

1930 

272,880 

251,856 


88,598 

86, 974 

96.2 

361,478 

338,830 

93.7 

1931 

171, 598 

162, 702 


57,358 

56,833 

99.1 

228, 956 

219,535 

95.9 

1932. 

81,001 

76,010 

93.8 

36,849 

36,487 

99.0 

117,850 

112,497 

95.4 

1933 

41,821 

36,968 

88.4 

27,690 

27, 416 

99.0 

69, 511 

64,384 

92.6 

1934 

63,473 

57,021 

89.8 

28,334 

27,677 

97.7 

91,807 

84.698 

92.3 

1935 

75,420 

68,236 

90.5 

29,997 

29,319 

97.7 

105, 417 

97,555 

92.5 

1936 

110, 190 

100,658 

91.3 

36,231 

35,373 

97.6 

146,421 

136,031 

9X9 

Total.... 

2. 739, 697 

2,474,000 

90.3 

1, 593, 733 

1,127, 843 

70.8 

4,333,430 

3,601.843 

83.1 


Souroe: Exhibit £0, table 12, p. 72; and exhibit 2091, schedules 1, 2, and 3. 
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Plant Expansion. 

Western Electric Co. of Illinois. — The manufacture of telephone 
apparatus and equipment during the period 1882-89 was carried on 
at the company's Clinton Street shop in Chicago and at the old 
Western Union shop in New York City, which was leased by the 
Western Union to the Western Electric Manufacturing Co. in 1879, 
for a period of 10 years. The Boston shop of Charles Williams, Jr., 
which had been acquired by the Western Electric Co. from the Amer- 
ican Bell Telephone Co. in 1883 was moved to New York City in 
1885. With the expiration of the lease on the Western Union shop 
in New York in 1889, the New York shops were moved to a 10-story 
building located at the comer of Thomas and Greenwich Streets, 
New York. 86 By 1895 these accommodations had become inadequate. 
Lots were purchased at 463 West Street, and buildings erected between 
1896 and 1899. Until 1914, when the last of the shops were moved to 
Hawthorne, the buildings were used primarily for factory purposes. 
In 1907, with the removal of the general offices from Chicago to New 
York, the upper floors of the West Street building were used by the 
general department of the Western Electric Co. From 1914 to 1916 
the building was occupied jointly by the New York engineering de- 
partment, the New York distributing house, and the general admin- 
istration offices. The general offices were moved to 195 Broadway 
in 1916. 

The rapid increase in business of the Western Electric Co. resulted 
in the bunding of a single modem factory at Hawthorne, near Chicago. 
Construction was started in 1902. The Hawthorne location was 
selected because of unexcelled shipping and receiving facilities and 
the easy access to an unlimited labor market. The Hawthorne Works 
has been expanded from time to time as requirements demanded. 
Absorption of the New York shops at Hawthorne began in 1908, and 
was completed in 19 14. 87 

On October 24, 1888, the Western Electric Co. was authorized to 
purchase stock in the Standard Electrical Works. This purchase 
eliminated the Standard Electrical Works as a competitor. 

On September 8, 1910, the Western Electric Co. sold its general 
power business to the General Electric Co. and Westinghouse. While 
no specific provision in the contract of sale provided that the two 
companies should refrain from entering the telephone manufacturings 
field, it is significant that neither ever has manufactured telephones 
or telephonic equipment. 

In order to accommodate the requirements for Bell System tele- 
phone apparatus and equipment in foreign countries, tne Western 
Electric Co. established foreign branches in the following locations: 
Antwerp, Belgium, in 1882; London, 1883; Berlin, 1889; Milan, 1896; 
Vienna and retrograd, 1897; Tokyo and Sydney, 1899; Montreal, 
1901; Johannesburg, 1903; Northern Electric Co., Ltd., of Canada, 
1905; Buenos Aires, 1911; Budapest, 1913; and the China Electric 
Co., Ltd., in 1915. Some of these branches were established as new 
houses, while others were the result of purchases. Outside of the 
United States, most telephone systems were owned by the government 
as a part of the department of posts and telegraph. Insofar as prac- 

» See exhibit 1052, p. 20. 

” Ibid., pp. 20-00. 
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ticable, the foreign branches of the Western Electric Co. were estab- 
lished under native management and operated under local control. 
The chief sales were in telephonic equipment. Difficulties in market- 
ing conditions prevented the development of a large supply business 
in foreign countries. 

On November 5, 1913, the Western Electric Co. formed a Canadian 
company, with a capital of $1,000,000, for the purpose of owning and 
holding stock and other securities in foreign subsidiaries and to manage 
and control such foreign business. The original name of this company 
was Electrical Properties, Ltd. On November 23, 1914, the name 
was changed to Western Electric Co., Ltd., of Canada. 38 

Western Electric Co. oj New York —' The continued growth of the 
business of the Western Electric Co. in the decade 1920-30 necessi- 
tated expansion of manufacturing plant, warehousing, and office 
facilities. The stimulus to the business during this decade was 
occasioned, in part, by the demands of the post-war period, the changes 
in equipment of operating telephone companies, and the construction 
and reconstruction of toll lines. A brief description of this expansion 
is set out immediately below. 

(1) Manufacturing . 80 — The Hawthorne plant at Chicago had en- 
joyed a steady growth since it was founded in 1902. Tne original 
factory was planned so as to permit indefinite expansion. At the 
present time its principal products are: Substation apparatus, dial 
•central-office equipment, loading coils, exchange cable, toll cable for 
Bell System companies operating in the Middle West, and certain 
specialty products. 

By 1922 the Hawthorne plant had become a complete manufacturing 
unit. Further additions were considered undesirable, inasmuch as 
the plant had grown more rapidly than the districts from which its 
labor supply was drawn. Difficulty was encountered in obtaining an 
adequate labor supply within a reasonable distance of the plant. An 
•eastern location was desirable, due to the large amount of telephone 
equipment sold on the eastern seaboard and the savings that would 
accrue in freight charges to Bell System companies in the event addi- 
tional manufacturing facilities were located in the East. Accordingly, 
In February 1923, Western purchased a location at Kearny, N. J. 
The particular location was selected because of its close proximity to 
a populous district, its excellent water and rail facilities, and the 
availability of a good labor supply. By 1928 most of the Kearny 
plant, as originally planned, had been completed. The activities of 
the Kearny plant at the present time are confined largely to the manu- 
facture of manual central-office equipment and cable. 

In 1928 company officials decided that it was impractical to expand 
the Keamv cable plant sufficiently to provide the additional capacity 
needed to meet the estimated eastern requirements for toll cable. 
It was thought that eastern toll cable should be manufactured in one 
plant and exchange cable in another, in order to avoid duplication of 
equipment. Inasmuch as exchange cable equipment was already 
installed at Kearny, it was decided to construct a new plant to supply 
the toll cable requirements in the East. Also, facilities for the manu- 
facture of rubber-covered wire, having an annual capacity of 500,- 
‘000,000 feet of drop wire, were included in the plans for the new 


« See exhibit 2090-A, pp. 28 and 67. 
•• See exhibit 1952, pp. 29-34. 
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plant. In 1928 Western purchased a tract of land at Point Breeze, 
within the city limits of Baltimore, Md. Baltimore was selected 
as the site of the new factory because of alleged satisfactory rail and 
water facilities, the large population of the city and its environs, 
which would afford a good labor market, and the liberal policy of the* 
city authorities and the Association of Commerce in encouraging 
new industries in Baltimore. Early in 1930 the first cable shop and 
the power plant for the works were completed. The toll-cable manu- 
facturing capacity of Western was thereby doubled. The plant, aa 
planned, was never fully completed, due to business conditions 
occasioned by the depression. The principal manufactured products 
of the Point Breeze works at the present time are rubber-covered wire,, 
terminal boxes and protector equipment, and lead-covered cable. 

On November 1, 1929, Western purchased the plant of the Turner- 
Armour Corporation, located at 6600 Metropolitan Avenue, Queens, 
and leased that company’s plant located at 1201 Flushing Avenue. 
Brooklyn, N. Y. The Turner-Armour Corporation for years had 
manufactured telephone booths for Western at the above two plants. 
In view of the rapid growth of Western’s manufacturing activities, 
the company thought it could manufacture telephone booths more 
cheaply than it could purchase them. Also, control by Western of 
the manufacture of wood products would assure necessary plant 
expansion when needed. 

The Clearing shop of Western was established in May 1929. It is a 
small factory located near the Hawthorne works, devoted to the 
production of certain items of pole-line hardware, such as braces, 
bolts, guy clamps, etc., and to the general galvanizing of Western’s 
products. 

In May 1934 the tube shop of Western was purchased from the 
Bell Telephone Laboratories, Inc. It is located at 395 Hudson 
Street, New York City, is operated by the engineer of manufacture 
department of Western, and is devoted to the manufacture of vacuum 
tubes, extensively used in telephony. 

The total investment in the Western Electric Co., exclusive of 
subsidiaries, as of December 31, 1935, in land, buildings, service 
equipment, machinery, small tools, furniture and fixtures, amounted 
to $137,122,434, after a write-off of $8,233,301 to a reserve accumu- 
lated in previous years to provide for anticipated decline in plant 
costs. Total floor space on December 31, 1934, amounted to 8,206,000 
square feet. All except 100,000 square feet is owned by Western. 
The total number of employees in the Western Electric Co. at Decem- 
ber 31, 1935, was 21,033. The peak of employment was reached 
in 1929, with a total of 84,848 employees. Total net sales for the 
year ending December 31, 1935, amounted to $105,417,000. The 
peak was reached in 1929, with a total of $410,950,000 net sales. 

(2) Warehousing — As stated heretofore, the Western Electric Co. 
acts as a purchasing agent for associated Bell companies for products 
not of Western manufacture. Products purchased by Western for 
resale to the associated Bell companies are handled through various 
distributing warehouses which have been provided from time to 
time since 1901. Shops are maintained in the distributing houses. 
These shops are used to repair equipment returned by operating^ 
companies and are capable of manufacturing special or small quan- 


«• See ibid., pp. 35-36. 
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tities of equipment more economically than is possible at the main 
works of Western. All distributing houses carry stocks of apparatus 
and equipment to meet the current requirements of the telephone 
companies which they serve. All orders placed on the Western 
Electric Co. by the associated Bell companies are handled through 
the distributing houses, shipments being made either from local shops 
or directly from Western’s works to the Bell companies. 

At the present time, there is a chain of distributing houses and 
warehouses located in 29 principal cities throughout the United 
States. These locations are as follows: Atlanta, Ga. ; Boston, Mass. ; 
Brooklyn, N. Y.; Chicago, 111.; Cincinnati, Ohio; Cleveland, Ohio; 
Dallas, Tex. ; Denver, Colo. ; Detroit, Mich. ; Houston, Tex. ; Indian- 
apolis, Ind.; Jacksonville, Fla. ; Kansas City, Mo.; Los Angeles, 
Calif.; Louisville, Ky.; Milwaukee, Wis.; Minneapolis, Minn.; New- 
ark, N. J.; New Haven, Conn.; New Orleans, La.; New York, N. Y.; 
Omaha, Nebr.; Philadelphia and Pittsburgh, Pa.; Portland, Oreg.; 
San Francisco, Calif ; St. Louis, Mo. ; Seattle, Wash. ; and Washington, 
D. C. 

The total floor space of these buildings in 1935 was approximately 
3,200,000 square feet. As of December 31, 1935, the Western Electric 
Co. owned 4 of these distributing-house properties outright, was 
joint owner of 1, leased 6 from private corporations and 18 from 
Bell associated companies. The total number of distributing-house 
•employees as of December 31, 1935, was 4,688. 

(3) Office . — As stated heretofore, the building at 463 West Street, 
New York City, was occupied jointly by the New York engineering 
■department, the New York distributing house, and the general depart- 
ment. Space requirements of the New York distributing house be- 
came acute. By 1920 distribution facilities were housed in 13 sepa- 
rate buildings within the city of New York. In order to relieve tnis 
congestion and to eliminate the inconvenience occasioned by the 
various locations, the Western Electric Co., in 1920, organized what 
was known as the 395 Hudson Street Corporation. The new com- 
pany was 100-percent owned by the Western Electric Co. It was 
lormed for the purpose of constructing a separate building to house 
the telephone supply business of the New York department. Upon 
its completion in 1921 some of the general offices of the Western 
Electric Co., including the comptroller, advertising, International 
Western Electric, switchboard installation, and governmental depart- 
ments, were accommodated therein, in addition to the New York dis- 
tributing house. After the organization of the 195 Broadway Corpo- 
ration by the American Co. and construction of a building at that 
location in New York City, the general executive offices ot Western 
were removed to that building. 
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CHAPTER 3 


CORPORATE AND CAPITAL STRUCTURE OF THE 
BELL SYSTEM 

The historical survey of the development of the various corporate 
entities in the Bell System as given in the preceding chapters is essen- 
tial to an understanding of the problems that are discussed later for 
many of the policies of the Bell System have been evolved through 
several decades. The regulatory problems that these policies create 
are of importance today and will continue to be in the future. It is 
neoessary, therefore, to understand the structure of the Bell System 
and the corporate interrelationship of the various entities therein. In 
this chapter a survey of the corporate and capital structures of the 
Bell System is presented. 

SECTION 1. CORPORATE STRUCTURE 1 

At the top of the Bell System is the American Telephone & Tele- 
graph Co., which, as heretofore mentioned, is a holding company in 
that it owns controlling securities in operating companies. It also 
supplies license-contract services to them, and performs the functions 
of an operating company in the long-distance telephone field through 
its long lines department. There were 273 corporations at the end 
of 1934, in which the American Co. had direct or indirect ownership 
of 10 percent or more of voting securities, or had potential control 
through various means. In 181 of these companies the direct or indi- 
rect ownership of the outstanding voting securities was 50 percent, or 
more. Of these, 152 companies were active and 29 were inactive. 
The telephone companies constituted the largest number of controlled 
active companies, to wit, 104, and the remaining 48 active companies 
were engaged in various nontelephonic fields.* 

Associated Bell Telephone Companies. 

The greater part of the Bell System’s gross assets of over $5,000,- 
000,000 are represented by those of the immediate subsidiaries of the 
parent company and consist principally of telephone property. Chart 
O, opposite page 66, shows, for the 59 companies in which American 
Telephone & Telegraph Co. had direct ownership of more than 10 per- 
cent of voting securities as of December 31, 1934, the percent of such 
securities owned. In order that the chart might include all of the 24 * 
associated companies, three wholly owned subsidiaries of the Pacific 
Telephone & Telegraph Co. are shown. Of the 21 associated com- 

i As this investigation was initiated in 1935, and many of the studies were projected at that time, the 
available facts were as of December 31. 1934. Many of these facts are of such a nature and so expensive to 
secure that it was not feasible to put them on a continuous basis. Hence, many cf the facts herein stated 
will be as of December 31, 1934. Important changes which are known will be indicated; other changes may 
bave occurred sinoe that date, but are not sufficiently important to affect the appearance of the system or 
the functions it performs. 

> See exhibit 50, cb. 2, table 1, p. 26. 

* There were 24 as of Deo. 31, 1934. The merger, as of December 1, 1935, of the Home Telephone & Tele- 
graph Co. of Spokane with its parent, the Pacific Telephone & Telegraph Co., reduoed the number to 23. 
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panies in which American Telephone & Telegraph Co. had direct 
stock interest, it owned more than 50 percent of the voting securities 
of 19. In the other two, the Southern New England Telephone Co. 
and the Cincinnati & Suburban Bell Telephone Co., the voting security 
ownership percentages were 33.34 and 29.72, respectively. The asso- 
ciated Bell Telephone companies control between 80 and 90 percent of 
the telephone business of the United States, depending upon tne basis of 
measurement used. They own the subscribers’, telephone stations and 
own er lease all property that is necessary to supply exchange and toll 
service within their respective operating areas. The book cost of their 
telephone plant and equipment as of December 31, 1935, was over 
$3,800,000,000. The Cuban-American Telephone & Telegraph Co. 
and the Transpacific Communication Co., Ltd., were engaged in 
foreign telephone service. The American Co. owned 24.22 percent of 
the stock of Bell Telephone Co. of Canada. The Eastern Telephone & 
Telegraph Co., another direct subsidiary of the American Co., was 
inactive although it was projected for trans-Atlantic cable service. 
Thirty of the direct subsidiaries of American Co. were organized in 
various States with the primary function of holding title to its long 
lines properties. 4 The remaining four companies shown on chart 6 
were nontelephone operating organizations. Of these, Western Elec- 
tric Co., Inc., manufactures telephone equipment and acts as purchas- 
ing agent for the Bell System, and Bell Telephone Laboratories, Inc., 
does research and development work. 

The territory and population served by the associated Bell Tele- 
phone companies, and the stations in service as of December 31, 1935, 
as well as the telephone revenues for the year ended that date are 
given in table 21, page 68. It is seen therefrom that the associated 
companies served nearly 3,000,000 square miles of land area. The 
estimated population in the exchange areas of these companies at the 
end of 1935, was 127,000,000; the average number of stations in serv- 
ice, 13,584,565; the average per hundred population, 10.67 stations. 
The District of Columbia had the largest number of stations per 
hundred population, namely, 36.49; and the Southern Bell Telephone 
& Telegraph Co. had the lowest number of telephones per hundred 
population, namely, 4.06. The gross telephone revenues in 1935 were 
$869,600,000, or an average of $64 per telephone station. The geo- 
graphical limits within which each of the associated companies operates 
are shown in the map on page 67. 

Many of the subsidiaries of the American Co., in turn, have their 
own subsidiary companies. There were, at the end of 1934, 129 con- 
necting telephone companies in which associated companies had 10 
percent or more interest, or had potential control through various 
means. In 85 of these companies their interest was controlling 
There were, in addition, some 22 nontelephonic companies with 10 
percent or more interest, or potential control through various means, 
of which 18 were controlled. Finally, the associated companies had 
24 inactive subsidiaries. 5 As these companies are unimportant in size 
in comparison with the associated companies and the Western Elec- 
tric Co., no detailed list of the subsidiaries is here given.® 

• See exhibit 50, chart 16, for a list of these companies. 

• See exhibit 50. table 3, p. 30. 

• The subsidiaries and affiliated companies of the associated companies, as of the end of 1034, are given In 
detail in charts 2 to 15, inclusive, in exhibit 50. 
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Chart 6 


INTERCORPORATE RELATIONSHIPS OF PRINCIPAL BELL 

OWNERSHIP OF VOTING 8T0CK8, 



> Inactive. 

> Dissolved in 1936. 

Note.— This chart presents only companies in which American Telephone <fe Telegraph Co. has direct st< 
companies on this ohsrt hare their own subsidiaries. 

Source: See exhibit 60, chart 1. 
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Table 21 . — Territory and population served, stations in service, and telephone revenues, associated Bell Telephone companies, 19S5 
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Nontelephonic subsidiaries. 

The four organizations not supplying telephone service in which 
the American Co. has direct interest are Western Electric Co., Inc.; 
Bell Telephone Laboratories, Inc.; 195 Broadway Corporation; and 
Bell Telephone Securities Co. The Securities Co. has been practically 
inactive since 1933 and was dissolved in September 1936. The 195 
Broadway Corporation owns and operates the headquarters building 
of the American Co. in New York City. Bell Telephone Laboratories, 
as is well known, does research and development work for the Bell 
System, and Western Electric Co., Inc., manufactures telephone and 
other apparatus. 7 

Western Electric Co., Inc., the manufacturing subsidiary of the 
American Co., had direct or indirect control of 36 other companies, 
5 of which were inactive as of the end of 1934. Of the 31 active com- 
panies Electrical Research Products, Inc., a subsidiary of Western, 
whose primary field of interest has been sound motion picture record- 
ing and reproduction, heads the most numerous group of the Western 
Electric subsidiaries, having 2 domestic and 21 foreign subsidiaries. 
Teletype Corporation, another subsidiary of Western engaged in 
the manufacture and sale of teletypewriters, controls in turn the 
Teletypesetter Corporation. Nassau Smelting & Refining Co., Inc., 
is also a subsidiary of Western and engages in the reclamation of the 
waste materials of the Bell System. Another subsidiary of Western 
is Manufacturers Junction Railway Co., operating a small railway 
line in the Hawthorne plant in Chicago. Finally, 395 Hudson Street 
Corporation, which owns a building at that address in New York 
City, used jointly by Western Electric & Bell Telephone Laboratories, 
Inc., is also a subsidiary of Western Electric. In addition to these, 
Western Electric Co. has 43.6 percent interest in the voting stock of 
Northern Electric Co., Ltd., of Canada, a manufacturing subsidiary 
of the Bell Telephone Co. of Canada, 8 which owns the remaining 56.4 
percent of the outstanding voting stock. 

SECTION 2. CAPITAL STRUCTURE 

The activities of the Bell System which have been described hitherto 
are carried on, of course, with the use of economic resources which are 
set forth, in terms of monetary measure, as assets on the balance 
sheet at any given time. These resources, on the other hand, have 
been accumulated from various sources and from different classes of 
investors, and these obligations are classified as liabilities. The 
assets and the liabilities of a corporation as of any given moment 
give a glimpse of the economic and financial framework within which 
the enterprise operates. Having described the legal and corporate 
instrumentalities that are used in the Bell System, and the variety 
of activities which it conducts with their employment, it is proposed 
here to outline briefly the financial organization, first, of the American 
Co. and its associated companies; then, the American Co. alone; 
thirdly, the associated companies; and, finally, the Western Electric 
Co. For this purpose, the status as of December 31, 1935, will be 
considered. 

T See sec. 2 of ch. 4 for a more complete description of Western Electric functions. 

1 See exhibit 60, table 4, p. 32. 
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Table 22. — Consolidated balance sheet of American Telephone <fe Telegraph Co J 
and its 23 associated telephone companies as of Dec. 81, 1985 


Item 

Particulars 

(a) 

Amount 

(b) 

Percent 
of total 

(0) 

1 

2 

3 

ASSETS 

Telephone plant and equipment: 

Book cost . $4. 266, 584, 160 

Less depreciation reserves * 1, 061, 650, 114 

Net book cost 

$3, 204. 934, 046 

80. 17 

4 

Investments in controlled companies not consolidated.. 

231,875, 128 

5.80 

5 

O ther investments 

79, 056, 506 

1.98 

6 

Sinking funds 

3, 999, 1 17 
* 452, 350, 421 
25, 486, 974 

. 10 
11.31 
.64 

7 

Current assets 

8 

Deferred debits 

9 

Total assets 

3. 997. 702, 252 

100.00 

10 

LIABILITIES 

Capital stock: 

American Telephone A Telegraph Co.: 

Capital stock outstanding 

1,866.227,500 

46.68 

n 

Premiums on capital stock 

268, 749, 078 

6.72 

12 

Capital stock installments 

4. 330, 337 

.11 

13 

Total American Co 

2, 139, 306, 915 

53.51 

14 

Associated telephone companies: 

Common stock held by public. 

131,979, 143 

3.30 

15 

Preferred stock held by public 

97, 937, 600 

2. 45 

16 

Total associated telephone companies. 

229.916, 743 

5. 75 

17 

Total capital stock 

2, 369, 223, 058 

59. 26 

18 | 

Long-term debt: 

American Telephone A Telegraph Co.: 

Bonds and miscellaneous notes 

« 442, 880, 600 

11.08 

19 

Notes sold to trustee of pension funds... 

11.022, 113 

.28 

20 

Total American Co 

453. 902. 713 

11.36 

21 

Associated telephone companies: 

Bonds and miscellaneous notes 

461, 222, 225 

11.54 

22 

Notes sold to trustee of pension funds 

114,415, 925 

2. 86 

23 

Total associated telephone companies 

575. 638, 150 

14.40 

24 

Total long-term debt 

1.029. 540. 863 

25. 76 

25 

Current and accrued liabilities 

» 230. 473, 653 

5. 77 

26 

Deferred credits and miscellaneous reserves. . . . 

4. 563,312 

. 11 

27 

Surplus of associated telephone companies applicable to their capital 
stocks held by public. . . 

8,914,411 

.22 

28 

Consolidated surplus applicable to capital stock of American Tele- 
phone A Telegraph Co. : 

Surplus reserved 

86, 043, 049 

2. 15 

29 

Unappropriated surplus 

268, 943, 306 

6. 73 

30 

Total liabilities 

3, 997, 702, 252 

100.00 


1 Includes its 30 nonoperating State subsidiary companies which are maintained in connection with the 
long lines department. 

1 Includes 5548,031 of amortization reserves. 

* Includes $44,000,000 cash deposited with trustee on account of bonds called for redemption on Feb. 1 ( 
1906. 

* Excludes $652,000 bonds held in sinking funds of associated telephone companies. 

* Includes $51,278,430, consisting of $48,836,600 principal amount and $2,441,830 premium payable on bonds* 
called for redemption on Feb. 1, 1936. 

Source: Annual Report to Stockholders of American Telephone A Telegraph Co. for 1935* pp. 14 and 15 
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Bell System. 

The capital structure of the Bell System is reflected in the balance 
sheet presented as table 22. The companies there included on a 
consolidated basis comprise the parent American Co. and its 23 asso- 
ciated telephone companies.® American Co.’s other directly or 
indirectly owned subsidiaries are carried as investments. It will 
be seen that the capital structure shown by table 22 represents Bell 
System securities in the hands of the public, together with related 
surplus and premium accounts, as distinguished from what would be 
obtained by a mere combination of the capital structures of each of 
the constituent companies. Treatment of depreciation reserves as a 
deduction from book cost of telephone plant and equipment in the 
balance sheet is a departure from the form used by the American Co. 
in its published reports and from the system of accounts prescribed by 
the Federal Communications Commission. The deduction of depre- 
ciation reserves from the investment in physical plant and the corres- 
ponding reduction in total assets, together with the elimination of 
depreciation reserves as liabilities in the balance sheet, is considered 
proper in a statement designed to show capital structure, since, if the 
depreciation reserve is a proper measure of the loss in service value, 
the amount should be deducted from the investment in fixed assets 
to which it relates. 

The tabulation below is a summarization of the capital structure 
portion of table 22: 



Amount 

Percent 
of total 

Capital-stock equity: 

American Co.: 

Common stock, installments, and premium 

$2, 139, 307.000 
354,986,000 

56.9 

9.4 

Surplus applicable _ 

Total 

2,494,293,000 

66.3 

Associated companies: 

Common stock 

131,979,000 

8,914,000 

97,938,000 

3.5 
^ 2 

Surplus applicable . 

Preferred stock 

Total 

238,831,000 

6.3 

Total capital stock equity. . 

2,733, 124,000 

72. 6 

Long-term debt: 

American Co 

453. 903.000 

576. 638. 000 

12.1 

15.3 

Associated companies 

Total long-term debt 

1,029, 541,000 

27.4 

Total capitalization 

3,762,665,000 

100.0 


More than two-thirds of the capitalization of the Bell System is 
represented by the equity of the holders of its common stock, consisting 
of amounts paid in at the time of the issuance of such stock, 10 and 
undistributed surplus representing earnings in excess of dividends 
paid. Common stock of the American Co. accounts for, by far, the 

* As heretofore noted, the 23 associated companies include 2 in which American Co. does not own a con- 
trolling stock interest. Beginning in 1936, Bell System published financial statements, and statistics have 
been on the basis of consolidating the accounts and statistics of the American Co. and its principal telephone 
subsidiaries. This has resulted in the exclusion, from all 1936 and subsequent consolidated figures, of the 
2 noncontrolled associated companies, and the inclusion of 4 companies, namely: Christian-Todd Telephone 
Co., the Tri-State Telephone & Telegraph Co., Dakota Central Telephone Co., and the United Telephone 
Co. Unless otherwise stated, all Bell System data in this report are on the pre-1936 basis. 

*° Including face amounts of convertible bonds surrendered in exchange for oommon stock. 
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major portion of the total of common stocks of Bell System companies 
in the hands of the public. 

This is shown by the following tabulation: 


American Telephone & Telegraph Co 

New England Telephone & Telegraph Co 

The Southern New England Telephone Co 

The Cincinnati & Suburban Bell Telephone Co. . 

Illinois Bell Telephone Co 

The Mountain States Telephone & Telegraph Co 

The Pacific Telephone & Telegraph Co 

Others 

TotaL 


The only Bell System preferred stocks are those of the associated 
companies, the largest issues of which, at the end of 1935. were as 
follows: New York Telephone Co., $25,000,000; Bell Telephone Co. 
of Pennsylvania, $20,000,000; Southwestern Bell Telephone Co., 
$21,785,500; and Pacific Telephone & Telegraph Co., $17,904,300. 
These issues are all shown on table 25, page 77. Seventy-eight 

S jrcent of the preferred stock of the Pacific Telephone & Telegraph 
o. was owned by the American Co.; the balance of this issue, as 
well as all the others, was outstanding in the hands of the public at 
December 31, 1935. 

In contrast to the large proportion of the Bell System capitalization 
represented by 8tockholders , equity, long-term debt accounted for 
only a little over one-fourth of total capitalization at December 31, 
1935. This was fairly evenly divided between issues of the American 
Co. and issues of the associated companies combined. Ten of the 
23 associated companies had long-term debt outstanding in substantial 
amounts. This is, of course, aside from notes sold to trustee of pension 
funds; each associated company has issued these. As a general rule 
the long-term debt of the associated companies has been secured by 
property mortgages. The American Co., on the other hand, has 
generally borrowed money upon its unsecured obligations; however, 
these have usually provided lor restrictions upon its right to pledge 
or mortgage assets as security for other or subsequent loans. 11 

Stockholders’ equity accounts for almost three-fourths of Bell 
System capitalization, with the remainder being represented by long- 
term debt. The major portion of the stock in the hands of the 
public is that of the American Co., but of the long-term debt more than 
half was incurred by the associated companies. 

American Telephone & Telegraph Co. 

Table 23 is a balance sheet of the American Co. as of December 31, 
1935. It covers the American Co. alone. 12 This explains the small 

u See Bell Telephone Securities, an annually revised pamphlet issued by American Telephone & Tele- 
graph Co. 

i* As is brought out elsewhere In this report, American Telephone & Telegraph Co. has 30 wholly owned 
subsidiaries organized in connection with the operations of its long lines department. As of Dec. 31, 1035, 
all bat 2 of these 30 companies owned telephone plant, their combined holdings being in excess of $250,000,000. 
(See p. 30 of prospectus on the 1035 issue of $175,000,000 of 25-year 3}<-pereent debentures.) 

In all published balance sheets of American Telephone & Telegraph Co. these 30 companies are in fact 
consolidated with it, apparently in view of the fact that the long lines department is operated as though it 
was one individual organization. This consolidation has no effect on the capital structure of the American 
Co. It merely results in a showing of more telephone plant and less investments than would be shown by 
strictly limiting the balance sheet to the American Co. 


Amount 

Percent 
of total 

$1, 866, 227, 500 

93.4 

46,251,600 

2.3 

26,662,600 

1.3 

19, 319, 250 

1.0 

1,040,400 

.1 

13,062,200 

.6 

25, 629, 100 

1.3 

13,993 


1,998,206,643 

100.0 
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74 INVESTIGATION OF THE TELEPHONE INDUSTRY 

amount of telephone plant and equipment and the large amount of 
investments in subsidiaries and other companies as compared with the 
Bell System consolidated balance sheet, table 22 . The American 
Co.’s participation in telephone operations in the United States is 
principally through its financial interest in the associated companies. 

The tabulation below is a summarization of the capital structure 
portion of table 23: 



Amount 

Percent 
of total 

Capital stock, installments, and premium _ 

$2,130,307,000 

248,404,000 

75.3 

Surplus * 

8.7 


Capital-stock equity 

2, 387, 711, 000 
454,555,000 

84.0 

Long-term debt 

16.0 


Total capitalization.. 

2,842,266,000 

100.0 



Table 23. — Balance sheet 1 of American Telephone & Telegraph Co. as of Dec. 31, 

1936 


Item 

Particulars 

(a) 

Amount 

(b) 

Percent 
of total 

(c) 


ASSETS 




1 

2 

Telephone plant and equipment: 

Book cost 

Less depreciation reserve 

.... $436,344,242 
.... 95,040,546 



3 

Net book cost 


$341, 303, 696 
2,131,489,052 
191,067,008 

11.77 

4 

Investments in associated telephone companies 

73.48 

5 

Other Investments * 

6.99 

6 

Sinking funds 

1, 202, 573 
233,968,131 
1,680,878 

.04 

7 

Current assets 

8.06 

8 

Deferred debits. _ ... ... .... . ... ... 

.06 



0 

Total assets 


2,900,711,333 

100.00 




10 

LI ABILITIES 

Capital stock: 

Stock issued and outstanding ... 


1,866,227,500 
268, 749, 078 
4,330,337 

64.34 

11 

Premiums on capital stock 

9.26 

12 

Genital-stock installments - ----- 

.15 



13 

Total capital stock 


2,139,306,916 

73.75 



14 

Long-term debt: 

Bonds and miscellaneous notes - 


443,532,600 

11,022,113 

16.29 

15 

Notes sold to trustees of nension funds - 

.38 




16 

Total long-term debt 


454, 554, 713 

15.67 



17 

18 

Gurrent and accrued liabilities 


56, 670, 536 

1, 775, 453 

1.95 

Deferred credits 

.06 

10 

Surplus reserved 

64,664,444 
183, 739, 272 

2.23 

20 

Tlnannronriated surplus .. . 

6.34 



21 

Total liabilities 


2,900,711,333 J 

100.00 



i This is, in fact, a consolidated balance sheet, consolidating the accounts of American Telephone A 
Telegraph Co. and its 30 nonoperating State subsidiary companies which are maintained in connection 
with the long lines department. It is published by American Co. with no reference to that fact. 

Souroe: Annual Report to Stockholders of American Telephone & Telegraph Co. for 1035, pp. 34 and 35 . 
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The capitalization of the American Co. alone shows a greater 
preponderance of equity interest than does that for the consolidated 
Bell System, 84 percent capital-stock equity and 16 percent long-term 
debt making up the capitalization of the American Co. as compared 
with 73 percent and 27 percent, respectively, for the Bell System. 
The shift to stock equity results, of course, from dropping the associ- 
ated companies’ figures which account for slightly more than one-half 
of the long-term debt of the system but for less than 9 percent of the 
capital-stock equity relating to the shares held by the public. 

It is evident that the parent company of the Bell System has a 
capital structure which contains a very large proportion of equity 
capital. Both its capital structure and that of the Bell System as a 
whole, are such that interest charges are a smaller proportion of 
current income than in almost any other public-utility enterprise. 

Associated Bell Telephone Companies. 

The balance sheets as of December 31, 1935, of each of the associated 
companies are given in tables 24 and 25. Depreciation reserves have 
been treated as deductions from telephone plant and equipment in 
order the more clearly to show capital structure as previously ex- 
plained. On this basis the associated companies had total assets of 
$3,230,000,000, and the depreciation and amortization reserves de- 
ducted from telephone plant and equipment were $966,600,000, 
equivalent to over 25 percent of the recorded gross book cost of the 

! )lant and equipment. New York Telephone Co. possessed the 
argest amount of total assets of any associated company, with 
$605,700,000, or 18.75 percent of the total. The Pacific Telephone 
& Telegraph Co., including its associated companies, Southern Cali- 
fornia Telephone Co. and Bell Telephone Co. of Nevada, accounted 
for $349,500,000, or 10.82 percent of the total assets. Southwestern 
Bell Telephone Co. was next in line with $331,600,000, which repre- 
sented 10.27 percent of the total assets of all associated companies. 
On the net book cost basis, three other associated companies were not 
so far from the same size, the Bell Telephone Co. of Pennsylvania, New 
England Telephone & Telegraph Co., and Illinois Bell Telephone Co. 
accounting for 8.14, 7.84, and 7.43 percent, respectively, of the total 
assets. The smallest associated company, in terms of net book cost of 
assets, was the Diamond State Telephone Co., which serves the State 
of Delaware, with $7,400,000, or 0.23 percent of the total. The Bell 
Telephone Co. of Nevada, combined in the tables with its parent, 
Pacific Telephone & Telegraph Co., is slightly smaller than Diamond 
State, making it the smallest of the associated companies. 

Table 24 shows the composition of total assets among the usual 
broad classifications on a percentage basis. As would naturally be 
expected, almost 90 percent of the total assets is represented by 
telephone plant and equipment. 
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i Includes intangible capital and construction work in progress. 

1 Intercompany accounts receivable have not been eliminated. 

• Includes $44,000,000 cash deposited with trustee on account of bonds called for redemption on Feb. 1, 1936. 
Source: Form M, annual reports filed with the Federal Communications Commission. 
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The tabulation below is a summarization, for the associated com- 
panies combined, of the capital structure portion of table 25: 



Amount 

Percent 
of total 

Capital stock equity: 

Common stock 

$2,026, 278,000 

162.033.000 
10. 734. 000 

162.093.000 

66.6 

5.3 

.4 

5.0 

Preferred stock 

Premium on capital stock 

Surplus 1 

Total capital stock equity 

2, 351. 138. 000 

77.3 

Long-term debt: 

Funded debt 

461.222.000 

114.416.000 

116. 344.000 

15.1 

3.8 

3.6 

Notes sold to trustee of pension funds 

Advances from American Telephone <fc Telegraph Co 

Total long-term debt 

691,982,000 

22.7 

Total capitalization 

3, 043, 120, 000 

100.0 


Approximately 77 percent of the combined capitalizations of the 
associated companies as of December 31, 1935, was represented by 
stock equity, principally common stock, of which $1,895,000,000 13 

? ar value out of $2,025,000,000, or 93 percent, was held by American 
‘elephone & Telegraph Co. The balance of about 23 percent of the 
combined capitalization was represented by long-term debt, which 
includes advances from the American Co. These advances have, in 
the past, usually been converted into common stock. 

Table 25 shows that a number of the associated companies were 
more conservatively capitalized than is indicated by the figures for 
the companies as a whole. Eleven 14 of the 23 associated companies 
had no funded debt at the end of 1935. Some of these companies had 
no advances from American Co., so the only debt obligations included 
in their capital structures were the comparatively small amount of 
notes sold to trustee of pension funds. The Ohio Bell Telephone Co. 
is an example of high stock equity in capitalization, with 97.6 percent 
of its capitalization being represented by common shareholders’ 
equity. 

New England Telephone & Telegraph Co. and Bell Telephone Co. 
of Pennsylvania have the largest proportions of long-term debt in 
their capitalizations. The former, as of December 31, 1935, had 42.7 
percent of its capitalization represented by long-term debt. This 
mcluded a substantial amount of advances from American Telephone 
& Telegraph Co., most of which were, however, later liquidated (in 
1938) n*om the proceeds of additional funded debt incurred. The 
Pennsylvania Co.’s long-term debt amounted to 42.9 percent of its 
total capitalization. 

Bell System on Basis of Current Financial Statements. 

As previously stated, beginning with the year 1936, the American 
Co. changed the basis of its consolidated financial statements by elimi- 
nating from the consolidation the two associated companies, the 
Southern New England Telephone Co. and the Cincinnati & Suburban 
Bell Telephone Co., in which it does not own a controlling capital 
stock interest, and including four additional indirect subsidiaries, 

11 See Annual Report to Stockholders of American Telephone & Telegraph Co. for 1936, p. 27. 

14 The 10 companies shown on table 26 and Bell Telephone Co. of Nevada, which is combined with its 
parent, Pacific Telephone & Telegraph Co., had no funded debt. 
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Christian-Todd Telephone Co., the Tri-State Telephone & Telegraph 
Co., Dakota Central Telephone Co., and the United Telephone Co. 
The smaller telephone subsidiaries and the subsidiaries not engaged in 
furnishing telephone service are not consolidated, and the Bell Svstem’s 
investments in these companies are shown in the consolidated balance 
sheet as “Investments in subsidiaries not consolidated" at the equity 
in these companies. A consolidated balance sheet of the Bell System, 
on this basis, as of December 31, 1937, is presented in table 26. 

The capitalization of the Bell System, as reflected in table 26, is 
summarized below: 



Amount 

Percent 
of total 

Capital stock equity: 

American Co.* 

Common stock and premium 

$2, 138, 654, 000 
334,550,000 

58.8 

9.2 

Surplus applicable... 

Total 

2, 473, 204, 000 

68.0 

Principal telephone subsidiaries: 

Common stock 

85.799.000 
3,318,000 

85.140.000 

2.3 

.1 

1.8 

Surplus applicable _ _ 

Preferred stock 

Total capital stock equity 

154,257,000 

4.2 

2,627,461,000 

72.2 

Long-term debt: 

American Co 

441.060.000 

569.949.000 

12.1 

15.7 

Principal telephone subsidiaries 

Total long-term debt 

1,011,009,000 

27.8 

Total capitalization 

3, 638, 470, 000 

100.0 



Table 26. — Consolidated balance sheet of American Telephone & Telegraph Co. 1 
and its principal telephone subsidiaries as of Dec. 81, 1987 


Item 

Particulars 

(a) 

Amount 

(b) 

Percent 
of total 

(c) 


ASSETS 




1 

2 

i Telephone plant and equipment: 

Book cost 

Less depreciation reserves 

.... $4,389,548,887 
... * 1,198,516,028 



3 

Net book cost 


$3, 191, 032, 859 
219, 190, 150 
*99, 788,319 
2, 076, 693 
317, 508, 324 
29, 696, 689 

82.68 

4 

Investments in subsidiaries not consolidated 

5.68 

5 

Other investments 

2.59 

6 

Sinking funds 

.05 

7 

Current assets 

8.23 

8 

Deferred debits 

.77 



9 

Total assets 


3,859,293,034 

100.00 




10 

LIABILITIES 

Capital stock: 

American Telephone & Telegraph Co.: 
CaDital stock outstanding 


1, 868, 679, 400 
269,975,028 

48. 42 

11 

Premiums on capital stock 

7.00 

12 

Caoitai-stock installments _ 





13 

Total. American Co 


2, 138, 654, 428 

55.42 



i Includes its 30 nonoperating State subsidiary companies which are maintained in connection with the 
mg lines department. 

» includes $3,247,109 of amortization reserves. 

* Includes $25,074,810 for miscellaneous physical property. 
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Table 26. — Consolidated balance sheet of American Telephone & Telegraph Co . 
and its principal telephone subsidiaries as of Dec . SI, 19S7 — Continued 


Item 

Particulars 

(a) 

; 

Amount 

(b) 

Percent 
of total 

(0 


liabilities — continued 



14 

Capital stock— Continued. 

Principal telephone subsidiaries: 

Common stock held by public 

$86,798,853 

65,140,460 

2.22 

15 

Preferred stock held by public 

1.69 


16 

Total, principal telephone subsidiaries.. 

150,939,303 

3.91 


17 

Total, capital stock 

2,289,593,731 

69.33 


18 

Long-term debt: 

American Telephone & Telegraph Co.: 

Bonds and miscellaneous notes _j 

430, 170, 700 
10,889.266 

11.15 

19 

Notes sold to trustee of pension funds 

.28 


20 

Total, American Co 

441,059,966 

1L43 


21 

Principal telephone subsidiaries: 

Bonds and miscellaneous notes 

441,338,480 
128,610, 191 

11.44 

22 

Notes sold to trustee of pension funds 

8.33 


23 

Total, principal telephone subsidiaries 

669,948,671 

14.77 


24 

Total, long-term debt 

1,011,008,637 

2A 20 


26 

Current and accrued liabilities 

216, 824, 542 
3,998,263 

3,317,751 

85,303,237 

6.62 

26 

Deferred credits and miscellaneous reserves 

.10 

27 

Surplus of principal telephone subsidiaries applicable to their capi- 
tal stocks held by public 

.06 

28 

Consolidated surplus applicable to capital stock of American Tele- 
phone & Telegraph Co.: 

Surplus reserved 

2.21 

20 

Unappropriated surplus.. 

249,246,873 

6.46 


30 

Total liabilities 

3,859,293,034 

loaoo 




Source: Annual Report to Stockholders of American Telephone & Telegraph Co. for 1937, pp. 16 and 17. 


Although the relative proportions of the Bell System’s total capi- 
talization, as of December 31, 1937, on the revised basis of consolida- 
tion, represented by capital-stock equity and long-term debt do not 
differ materially from the percentages shown for the American Co. 
and the associated telephone companies consolidated as of December 
31, 1935, the proportion of the total capitalization represented by 
capital-stock equity of the American Co. has increased almost 2 per- 
cent. This change was caused principally by the elimination from 
the consolidation of the Southern New England and Cincinnati & 
Suburban Cos., which have capital-stock equity relating to shares 
held by the public of approximately $50,000,000, and by redemptions 
by certain of the subsidiary associated telephone companies of pre- 
ferred stock outstanding at December 31, 1935, as follows: 


Name of company 

Year re- 
deemed 

Par value 

New York Telephone Co ........ ..... 

1937 

1937 

1936 

$25,000,000 

4,800,800 

3,000,000 

Northwestern Bell Telephone Co 

The Chesapeake A Pntoman Telephone Cn. of Baltimore City 

Total 

32,800.800 
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These items also account for the major part of the decline in the 
total capitalization of the Bell System as of December 31, 1937, as 
compared with the amount shown as of December 31, 1935, on the 
former basis of consolidation. 

Western Electric Co., Inc. 

The balance sheet of Western Electric Co., Inc., as of December 31, 
1937, is given in table 27. Its capital structure is summarized in the 
following tabulation: 



Amount 

Percent 
of total 

Capital stock 

$142,500,000 
15, 351, 000 

74.6 

8.0 

Surplus * 

Capital stock equity 

157,851,000 
33, 174, 000 

82.6 

17.4 

Long-term debt 

Total capitalization 

191,025,000 

100.0 



The composition of the capital structure of Western Electric Co. 
does not differ greatly from that of the parent American Telephone 
& Telegraph Co. The long-term debt is made up almost entirely of 
notes sold to the trustee of the pension fund, and they represent 
practically all of the capitalization held outside the Bell System, over 
99 percent of the common stock being held by American Co. 


Table 27 . — Balance sheet of Western Electric Co ., Inc., as of Dec . SI, 19S7 


Item 

Particulars 

(a) 

Amount 

(b) 

Percent 
of total 

(0 

1 

ASSETS 

Plant 

$141,050,610 

77,976,658 


2 

Less: Reserve for depreciation 





3 

Investments In subsidiary and associated companies 

63,073,952 
49, 437, 209 
5, 747, 534 
509,396 
93, 690, 744 
340,843 

29.64 

23.23 

4 

Other investments 

2.70 

.24 

5 

Deferred receivables, less reserves 

6 

Current assets 

44.03 

7 

Prepaid insurance and rent 

.16 



8 

Total assets 

212, 805, 678 

100.00 



LIABILITIES 



9 

Capital stock (6,000,000 shares without par value) : 

Cash paid in by stockholders 1 

141,000,000 

1,500,000 

66.26 

10 

From surplus 

.70 


11 

Total capital stock 

142,500,000 

66.06 


12 

Long-term debt: 

Notes sold to trustee of pension funds 

32, 341, 521 
832,984 

15.20 

13 

Other notes payable 

.39 



14 

Total long-term debt 

33,174,505 

15.59 


15 

Current and accrued liabilities 

21, 324,823 
455,800 
15,350,550 

10.02 

16 

Miscellaneous reserves 

.22 

17 

Surplus 

7.21 


18 

Total liabilities 

212,805,678 

100.00 



i This terminology Is from the report of the company referred to below. The composition of the amount 
b summarized in exhibit 3090- A, table 35, p. 140. It is also discussed, Infra, p. 588, 

Source: Annual Report to Stockholders of Western Electric Co., Inc., for 1937, pp. 8 and 9. 
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CHAPTER 4 ^ 


MANAGEMENT AND CONTROL 1 OF THE BELL 

SYSTEM 


Investigation of the Bell Telephone System has not been limited 
to an observation of its corporate policies and practices, but has been 
carried beyond the outward evidences of its business policy and into 
a study of its functional organization, to consider the nature and 
identity of ultimate influences over the central management respon- 
sible for its individual corporate activities, and to evaluate the scope 
and completeness of control by that central management over the 
national telephone service. 

SECTION 1. MANAGEMENT AND CONTROL OF THE 
AMERICAN CO. AND ITS PREDECESSORS 


In this section, a brief review of the principal management person- 
nel of the American Co. and its predecessors is presented historically, 
followed by a more detailed discussion of the circumstances and con- 
ditions prevailing at the time when the present management organiza- 
tion originated and the methods by which its continuity has been 
maintained. 


History of Management and Control (1875-1907). 

The historical review covers the period up to 1907, when the pres- 
ent management regime originated and a considerable change in some 
of the policies previously followed by the American Co. was effected. 
This early period, from 1875 to 1907, logically breaks down further 
into two periods of distinctive characteristics: First, ownership man- 
agement from 1875 to 1881, during which period the directors, officers, 
and their relatives held a majority of the outstanding voting stock; 
and second, the period following 1881 during which a majority of the 
outstanding voting stock was no longer owned by the directors, officers, 
and their relatives. 

Period of ownership management ( 1875-81 ). 2 — On February 27, 1875, 
Alexander Graham Bell assigned two-thirds of all his rights to his 
existing and future patents to Gardiner G. Hubbard (who later became 
Bell's father-in-law), and one Thomas Sanders, in return for their 
agreement to finance the perfection, exploitation, and protection of 
those patents. In return, ne was to receive one-third of the stock of 
a company which was to be organized for commercial exploitation of 
his inventions. On September 1 of the following year, Thomas A. 
Watson, a practical mechanic, was employed by Bell's two financial 
backers to aid Bell in devising and manufacturing the new instruments. 
Watson was to receive a 10-percent interest in the projected company, 
thereby reducing the interest of the other three to 30 percent each. 3 


* As used in this chapter “control” is not limited to ‘‘legally enforceable control.” 

* See exhibit 209G-A, pp. 12-21. 

* Copy of the agreement between the three original Bell associates is in exhibit 1360-C, appendix 1; and 
tbeir agreement with Watson is reproduced as appendix 2 of that exhibit. 
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This Bell Patent Association, as the original group styled itself, was 
replaced by the Bell Telephone Co., an association formed under the 
laws of the State of Massachusetts on July 9 of the following year 
(1877) with 5,000 shares, issued in such proportions that Watson and 
Sanders retained their approximate original interest (9.98 percent and 
29.94 percent, respectively), and the remaining 60.08 percent was in 
the hands of Gardiner G. Hubbard (27.74 percent), his son-in-law 
Bell (0.2 percent), his brother Charles (0.2 percent), his daughter Mrs. 
Mabel Hubbard Bell (29.94 percent), and his wife Gertrude (2 per- 
cent). In addition, the members of the original patent association 
bad made an assignment of all their rights under four of Bell's patents 
to Gardiner Hubbard as trustee. Under this declaration of trust 4 
the management of the association s business was placed in the hands 
of Hubbard, as trustee, under the supervision ana control of a board 
of managers of three to five members, consisting of the trustee and 
additional members to be elected by the members of the association 
from their number. 

On February 12, 1878, this association incorporated the New Eng- 
land Telephone Co. to exploit the telephone in New England, with 
2 ; 000 shares of stock, of which 1,000 shares went to the original asso- 
ciation, and 1,000 shares were turned over to G. L. Bradley for sale 
and brought in $50,000 cash to the company. The new investors 
were fully represented on the board of directors of this New England 
Co. by C. S. Bradley, Alexander Cochrane, W. G. Saltonstall, and 
G. Z. Silsbee in addition to all the members of the original patent 
association except Bell, the inventor. On July 30^ 1878, the original 
Bell Telephone Co. (which had existed as an association since July 9, 
1877), was organized as a Massachusetts corporation having the same 
name, with 4,500 shares of stock. The new corporation acquired the 
patents and patent rights, and interests in all contracts relating 
thereto, then held by Hubbard as trustee of the association, for 3,000 
shares of its stock; 1,000 shares were sold to Thomas Sanders for 
$25,000, and the remaining 500 shares were sold to others for another 
$25,000. The original officers of this corporation included Gardiner 
Hubbard as president and Sanders as treasurer. The original execu- 
tive committee consisted of Hubbard, Sanders, and G. L. Bradley. 
By resolution of the directors this executive committee had “all such 
powers as may be necessary for the management of the company.” 
These powers, which were delegated to the executive committee on 
July 20, 1878, were withdrawn by the directors on January 23, 1879. 

In this manner the original association, managed by Hubbard, sold 
a one-half interest in its rights to the development of telephony in 
New England for $50,000, and one-third of its rights to all telephone 
development outside New England for another $50,000. Control of 
both companies apparently rested largely in the hands of those who 
had furnished the necessary new capital, including Sanders of the 
original group, and Bradley and his associates of the New England 
Telephone Co. group. This position w r as reinforced in the Bell Tele- 
phone Co. through an agreement by which the owners of that third of 
the outstanding stock which had been sold for $50,000 ($25,000 from 
Sanders for 1,000 shares, and $25,000 from others for 500 shares) were 

4 For copy, see ibid., appendix 3. 
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to have equal voting power, for 2 years, with the other two-thirds 
represented by the inventor Bell, Sanders, and the promoter Hubbard. 

A Boston inventor by the name of Francis Blake was admitted to 
the board of the Bell Telephone Co. in December 1878, upon his offer 
of an improved telephone transmitter of material aid to the Bell group 
in its early competition with the Western Union Telegraph Co., which 
was backing Edison’s telephone inventions against those of Bell. At 
the same tune, while the outcome of this competition was still in 
doubt, William H. Forbes, a man of considerable means, was elected 
to the board and assumed Sanders’ role as principal financier. In 
effect, Hubbard, the promoter, was entrusted by the early Bell com- 
pany owners with direction of the management; for a brief period, the 
management was placed in the hands of an executive committee con- 
sisting of Hubbard, Sanders, and Bradley; and Forbes then entered 
the organization and was placed in charge of its affairs. 

Forbes and his associates immediately moved to unify and con- 
solidate the Bell interests during their struggle with Western Union 
for control over the field of telephony, by merging the New England 
Telephone Co. and the Bell Telephone Co. into a new corporation, the 
National Bell Telephone Co., established March 13, 1879, with 8,500 
shares of stock, 6,500 of which were exchanged share for share for 
that of the two former companies and the remaining 2,000 shares were 
sold later in the year for $429,831.25 cash. Further insurance against 
dispersion or loss of control was secured by 18 large stockholders, 
representing a majority of stock of the new company, through an 
agreement among themselves not to sell stock or give voting proxies 
except to each otner. This strongly concentrated control of the Bell 
group lasted until the conclusion of its competition with the Western 
Union Telegraph Co. 5 and apparently afforded an excellent mechanism 
for a possible threat, against Western Union, to sell control of the 
Bell interest to Jay Gould, who at that time was attacking the Vander- 
bilt control of Western Union’s telegraph field. 5 During this competi- 
tion for telegraph control, and before Vanderbilt was dislodged by 
Gould, the Western Union under Vanderbilt control compromised its 
competition with the Bell group, publicly admitting priority of Bell’s 
patent claims and receiving in return an agreement preventing the 
telephone invention from being used in competition with Western 
Union’s telegraph business. 7 A month after this Western Union agree- 
ment was signed the 18 stockholders voluntarily released each other 
from their control agreement, though it still had some months to run. 

Following this event, firmly establishing the position of the Bell 
group as a practical telephone monopoly during the life of its patents, 
funds were available from investors in almost unlimited quantities. 
The new company (American Bell Telephone Co.) formed to replace 
the National Bell Telephone Co. was capitalized at $10,000,000, with 
100,000 shares authorized. Of these shares, 73,500 were issued imme- 
diately, including 51,000 to the stockholders of the old company 
(on a 6-for-l basis), 8,500 additional shares were sold to the old 
stockholders at par, and 14,000 shares were issued to Forbes and 
Richard S. Fay as trustees, subject to disposal by the directors of the 

• A detailed description of the elimination of this early competition is given in cb. 5. 

• For greater detail on the competition between Jay Qould and the Vanderbilts (William H. and Cor- 
nelius), and its relation to the field of telephony, see exhibit 2096- F, pp. 13-31. 

7 The Bell Co. also took over Western Union’s telephone patents and bought its telephone exchanges, 
agreeing to pay the latter one-fifth of all rentals received on telephone instruments. For the detailed 'provi- 
sions of this contract of November 10, 1879, see exhibit 1360-C, appendix 7. 
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old National Bell Co. Forbes and others of the later financial backers 
were at once elected directors of the American Bell; several months 
later Hubbard, Sanders, Bradley, and Cochrane, the earlier investors, 
likewise were elected directors. By December 8 of the first year 
(1880) of the American Bell Telephone Co.'s existence, the percentage 
of equity ownership of the Bell enterprise owned by the officers, direc- 
tors, and family relations had been considerably reduced, but still con- 
stituted a majority (56.4 percent). 8 

Management during early period of dispersion of stock ownership 
(188 1-1 900 ). 9 — Following the Bell Co.'s agreement of November 10, 
1879, with Western Union and the establishment of the Bell enterprise 
as a virtual patent monopoly, funds were readily obtained through 
sale of increasing amounts of stock, in order to meet the requirements of 
the rapidly expanding business. The wide investment appeal of the 
telephone patent monopoly is indicated by the rapid mcrease in 
number of its stockholders from less than 600 in 1881 to more than 
6,000 in 1900, while outstanding stock increased over the same period 
from less than 60,000 to more than a quarter of a million shares. The 
distribution of stock among many small investors is indicated by the 
fact that the average shares per stockholder decreased, over this 
period, from 110.2 to 37.2. As a result, shortly after 1880 the officers, 
directors, and their relatives no longer owned a majority of the out- 
standing capital stock of the company. 10 

At the same time that the public was investing in the company in 
these increasing total numbers and decreasing individual amounts, 
the holdings of the board of directors were steadily decreasing, both in 
number of shares and as a percentage of the total outstanding. In 

1881, 12 directors owned more than 13,000 shares, while in 1895, 13 
directors owned less than 6,000 shares, a reduction in average holding 
of 58 percent, or from over 1,000 shares to less than 500 shares. As 
the company w r as plunged into open competition for the first time 
following 1894, and a strong financial group appeared ready to support 
the organization of competing companies in 1899 and 1900, these 
diminished holdings of the 13 directors were further sharply reduced, 
from more than 5,900 shares in 1895 to less than 2,200 shares in 1900. 
Over the entire period, 1881 to 1900, average holdings per director 
decreased from 1,098 to 169 shares. This decreasing average owner- 
ship was especially apparent in those directors with the largest hold- 
ings, including Bradley, Hubbard, and Forbes. 11 

In effect, the stockholders collectively were placing or acquiescing 
in the placing of management of their corporation in the hands of a 
group of men who were gradually losing the characteristics of owner- 
ship and acquiring more nearly tne characteristics of mere representa- 
tives of the owners. 12 In the absence of complete and intimate infor- 
mation on the company's prospects, the dividends the stockholders 
received probably constituted the most important single criterion of 
the excellence of their representatives, the directors. The record of 
dividends declared over this period must have been sufficiently liberal 
to satisfy the most exacting investor. Beginning in the early years 
with a 3-percent dividend in 1880, 7 percent in 1881, and 10 percent in 

1882, the dividends increased to 18 percent for the 6-year period 

8 See exhibit 2096- A, schedule 2. 

9 See ibid., pp. 22-24. 

10 See supra, table 13, p. 50, and ibid., appendix 2, sheet 5. 

11 Sec ibid., appendix 2, sheet 8. 

18 In 1900 the 13 directors held 2,198 shares, or 0.9 percent ol the outstanding stock. 
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1888 to 1893 and were held constantly at 15 percent for the remainder 
of the period 1894 to 1899. It is not illogical, therefore, that there 
should have been considerable continuity in the tenure of the directors 
over this period. Five of those on the 1881 directorate were still on 
the directorate two decades later, in 1900. A majority of those on the 
board in 1887 were still on the board, still constituting a majority, at 
the end of this 20-year period, 1881 to 1900. The increasing disper- 
sion of stock among many small holders and the generous dividends 
declared by the board undoubtedly were strong factors in the con- 
tinuance of that board in control of the company management, though 
their own total interest as stockholders had decreased steadily. 

Development of influence of investment bankers over management 
(1900-1907 )}* — The years 1900 to 1907 constituted an important period 
in the history of control of the American Co., as well as of the entire 
communications industry. The Bell System's basic patent protec- 
tion expired in 1894 and exposed the company to extensive competi- 
tion. Rival telephone companies came into existence and grew so 
rapidly that bv 1907 the independent and competing telephones 
constituted half of the country's total telephones. Moreover, their 
telephones, in total numbers, were increasing more rapidly than were 
those of the Bell System. Continuation of the then-existing trend 
destined the Bell System not only to lose its formerly profitable 
dominant position in the telephone field, but even threatened to rele- 
gate it to a minor role in the industry. During this period there was 
considerable competition between various banking interests for the 
role of financial sponsor for the American Co. in connection with 
its bond and note issues. Many of the details concerning this com- 
petition appear outside the official transactions and records of the 
American Co., and the plans sponsored by certain groups apparently 
indicated consideration of the possibility of obtaining financial control 
over the telephone industry. Considerable data on this competition 
is presented in a separate report 14 and a brief review of these external 
matters is given at this point to afford a better understanding of the 
events occurring within the American Co. 

In 1900 there were four separate groups in the electrical commun- 
ications industry: The two telegraph companies (Western Union and 
Postal Telegraph completely occupied the telegraph field); the well 
integrated Bell Telephone System; and the unorganized but rapidly 
growing independent telephone companies. The then-prevailing 
tendency toward combination of the separate units of an industry 
into one unit controlling or dominating the field, as exemplified by 
the Standard Oil Co., General Electric Co., the United States Steel 
Corporation, and International Harvester Co., among others, also 
was reflected in the electrical communications industry, with its four 
focal points of a possible communications combination. 

In this instance the apparent objective of those interested was to 
combine one of the two telegraph companies with one of the two 
telephone groups, to form a telephone-telegraph combination which 
would have distinct advantages over its remaining competitors. 
'While the Bell System was progressively losing its relative position 
in the telephone field after 1894, an attempt was made to amalgamate 

U See exhibit 2096-A, pp. 32-66; and exhibit 2096-F, pp. 37-168. 

u Exhibit 2096-F. 
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tlie independent telephone companies into a nationally unified tele- 

? hone group, under the auspices of the Telephone, Telegraph & 
Jable Co., with the suggested possibility of its later combination 
with the Western Union Telegraph Co. This attempt to unify and 
organize the independent telephone companies under one control 
failed in the period 1899 to 1902 when financially important members 
of its organizing group withdrew their support, during a compromise 
agreement between two important banking interests which simul- 
taneously were engaged in a competition for control over the gas and 
electric utilities of New York City. There is evidence that one of 
these banking interests (the Stillman-Rockefeller group) had been 
more or less directly associated with the organizers of the independent 
telephone companies. The other (Baker-Morgan) was an opposing 
group whose further activities definitely were related to the possi- 
bility of obtaining control of the Bell System. 

As early as 1902 some preliminary steps had been taken by the 
Baker-Morgan group to combine the Postal Telegraph Co. with the 
Bell System. Theodore N. Vail, an early employee of the Bell 
System, 16 had made arrangements with John W. Mackay, founder 
and controlling factor in the Postal Telegraph Co., for a joint interest 
in a block of Bell stock which was placed in Vail's name prior to 1900. 
In March 1902, George F. Baker (president of the First National Bank 
of New York) and his associates bought 50,000 shares of American 
Co. stock. 16 Baker's associates in tins purchase included the firm 
of J. P. Morgan & Co. of New York, T. Jefferson Coolidge, Jr., presi- 
dent of the Old Colony Trust Co. of Boston, and John I. Waterbury, 
president of the Manhattan Trust Co. of New York. A stipulation 
made by the purchasers and accepted by the American Co.'s president 
was that Messrs. Baker and Waterbury were to be elected to the 
directorate of the company. Coolidge had been elected previously 
to the directorate of the American Co., in May 1900. 17 At the same 
time that Baker and Waterbury went on the board, Theodore N. Vail 
was also elected a director, while holding some 3,800 shares of the 
company's stock in which John W. Mackay apparently held some 
interest. In July 1902, a few months after this purchase of stock and 
election of new directors, John W. Mackay died, and control of his 
properties passed to his son, Clarence H. Mackay. Subsequent corre- 
spondence between Clarence Mackay and Messrs. Coolidge and Water- 
bury, during a sharp difference of opinion between the younger Mackay 
and the two members of the banking group, revealed that Waterbury 
had carried on negotiations with tne elder Mackay on plans for a 
Bell-Postal combination and that Coolidge and Waterbury had nego- 
tiated actively with Clarence Mackay in the development of such 
plans. Part of this plan was the consolidation of stock control over 
the several Mackay telegraph and cable companies through exchange 
of their voting stock for shares of a trust to be known as the Mackay 

19 Vail had resigned as general manager of the parent Bell Co. some 15 years previously for the reason* 
among others as stated in his resignation, "My present position in the company is not such as I had hoped 
to attain and Is also in some ways embarrassing and unpleasant.” This was in 1885. Subsequently, in 
the same year, he was offered the presidency of the newly organized long-distance subsidiary (American 
Telephone & Telegraph Co.) which he retained until September 1887, when be resigned. 

18 As stated in ch. 5, pp. 130-132, arrangements for this purchase of Bell stock, amounting to 17,675,000 were 
concluded within 60 days after the Bell Co. bad participated in the refinancing of a competitive telephone 
holding company which had borrowed $9,000,000 through Coolidge's Old Colony Trust Co., on 1-year notes 
due in January 1902. This borrowing had become necessary when the competitive company’s holding com- 
pany, the Telephone, Telegraph <fe Cable Co., failed to receive the strong financial support it originally 
had anticipated. 

iT T. J. Coolidge, Jr., had been a director of American Bell Telephone Co. since March 30, 1897. 

Digitized by Google 



INVESTIGATION OF THE TELEPHONE INDUSTRY 


89 

Companies. 18 This trust was established under the control of four 
trustees: Coolidge, Waterbury, Mackay, and Cook (Mackay’s at- 
torney). Mackay undertook the responsibility of gaining full stock 
control over his own companies, and it was his understanding that 
Coolidge and Waterbury, in turn, were to assume the responsibility 
of necessary steps to obtain control over the Bell Co. Mackay carried 
out his part of the assignment but later refused to aid Waterbury, 
Coolidge, and their associates in the plan they had devised for obtain- 
ing control over the Bell Co., as is shown later in this chapter. 

Subsequent to the election of Messrs. Baker, Waterbury, and Vail 
to the American Co.’s directorate in 1902 considerable competition 
developed among several groups of investment bankers for the oppor- 
tunity to underwrite public issues of securities of the American Co., 
particularly during the years 1904 and 1905. In 1904 the successful 
bidders were Lee, Higginson & Co., of Boston, associated with Speyer 
<fe Co., of New York. H. L. Higginson, senior member of the firm, 
had been one of the very earlv stockholders and financiers of the Bell 
Telephone prior to 1880, ana his firm had continued to advise the 
Bell Co. on financial matters. This 1904 financing took the form of 
$20,000,000 of 5-percent 3-year notes, due May 1, 1907. When the 
next year’s financing came under discussion, the Higginson firm 
objected in strong terms, in a letter to the American Co., to being 
told that an offer of capital from them could not be considered and 
that the opportunity was to be reserved exclusively for another. 
On the other hand Waterbury had suggested to the American Co. a 
plan whereby the group of bankers which he represented would pur- 
chase $85,000,000 of the Bell Co.’s bonds convertible into voting 
stock, with an option to purchase an additional $50,000,000 of secu- 
rities. No provision was made in this plan for offering these con- 
vertible bonds to the company’s stockholders. Coolidge suggested 
to Clarence Mackay that tne Mackay Companies participate to the 
extent of $37,500,000 in underwriting this $135,000,000 issue, which 
Mackay considered too large an individual responsibility for the 
Mackay Companies to undertake, and refused. The refusal of the 
Mackays to join in this underwriting resulted in a sharp dissension 
between the Mackays and the bankers’ representatives Waterbury 
and Coolidge. 18 Following Mackay’s refusal to underwrite $37,500,000 
of the proposed $135,000,000 purchase of Bell securities, the Mackay 
interests (Postal Telegraph) were eliminated from these plans for a 
telephone- telegraph communications merger, and Western Union 

i« Coolidge referred to the origin and purposes of this organization of the Mackay Companies in a letter 
to Waterbary, dated March 30, 1905, in which he said, “The form of organization of the companies was sug- 
gested by me to you, Mr. Cook. Mr. Waterbury, and I think. Mr. Ward, at one of our early meetings, and 
after careful consideration we decided to form the Mackay Companies, for the protection of your interests 
and the interests of other stockholders of the Commercial Cable Co. against possible loss of control by pur- 
chase of a bare majority by the Oould, or Rockefeller, or any adverse interest." See exhibit 2096-F, pp. 
80-82. 

‘• After this dissension arose between the Mackays and Messrs. Coolidge and Waterbury, the Mackay 
Companies proceeded to purchase American Co. stock in the open market and. after it bad acquired over 
70,000 shares and held almost 4 times as much stock as any other stockholder, it demanded representation 
on the company's board of directors. When this was refused as demanded (3 directors were requested and 1 
only offered) Clarence Mackay, son of John W. Mackay, demanded that Vail resign from his position as 
representative of the Mackay stock holdings in the American Co. Vail then disclaimed any responsibility 
for representing the younger Mackay, stating that the individual interest in certain of the shares in his name 
was a personal matter between himself and Mackay, or the estate of the elder John W. Mackay, who had 
died a few months after Vail's election to the board. See exhibit 2096-F, pp. 86-97. 
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later was selected to replace Postal . 20 This early financing plan pro- 
posed by the banking group, including the issuance of a large block of 
bonds convertible into stock, also was refused when presented to the 
management of the American Co. The unanimous opinion of the hold- 
ing company’s counsel, treasurer, and vice president was contained in 
their letter to President Fish, in which was stated, in part : 21 

To our minds there is another risk in the proposed plan which should be had 
in mind. If a bankers’ syndicate should be formed, under the proposed plan, 
who should pool their bonds or place them in trust, the trust so formed, by exer- 
cising the option given for the conversion of bonds, would have the power to 
acquire so near an absolute controlling interest in this company as practically 
to control the whole assets of the company, which they could use for any schemes 
of financing that they saw fit. In short, having nearly one-half of the entire 
issue of capital stock of the company, they could consolidate this company with 
other companies, or make any other arrangement in regard to its future financing 
that they saw fit. This is a great and extremely valuable option and is equivalent, 
until the bonds are distributed or sold to the public, to a surrender of the powers 
of management by the present officers and stockholders to a body of bankers who 
may work to the disadvantage of the present stockholders in the promotion of 
other schemes of consolidation. 

Advice from others of his executive committee also being negative, 
President Fish refused this plan and accepted the suggestion of Lee, 
Higginson & Co., that the company’s new securities be offered upon a 
competitive basis. In this competitive bidding Kidder, Peabody & 
Co., combined with Baring Bros, of London, both closely associated 
with J. P. Morgan & Co., submitted a bid well above that of other 
competitive bidders, including Lee, Higginson & Co., and Speyer 4 
Co., and in consequence were awarded the 1905 financing. Shortly 
after this award Waterbury and Coolidge, two of Baker’s associates 
in his 1902 purchase of 50,000 shares of American Co. stock, abandoned 
their connection with Mackay (Postal), who had refused to accept a 
25-percent share in the earlier plan for underwriting Bell convertible 
bonds. In this sharp dissension between Mackay and the bankers, 
within 30 days after the award of Bell’s 1905 financing to the above 
group of bankers following the company’s refusal of the bankers’ 
convertible bond plan, one of the banking group, Coolidge, wrote 
Mackay, saying, in part: 22 

I cannot quite agree with you that Mr. Waterbury and I did not present a 
plan with respect to acquiring an interest in the Telephone Co. Such a plan 
was presented by Mr. Waterbury, at considerable length in detail, and with the 
reasons why it was believed that the plan presented was the best that could 
be made and would afford the most satisfactory results in the speediest manner. 
You will recall quite a long discussion upon it at Mr. Waterbury’s house, and 
that Mr. Cook and yourself — he very emphatically — opposed the plan, which 
involved taking an interest in a syndicate which was to acquire stocks and bonds 

*° Jay Gould ’s control of Western Union passed to his son George J. Gould. The latter became financially 
embarrassed in the period 1907 to 1909 and his bankers (Kuhn, Loeb) insisted upon the appointment of a 
standing committee (suggesting Cornelius Vanderbilt as one member) to approve all expenditures made 
from the proceeds of new financing, which Gould badly needed . In this same year the N T ew York Telephone 
Co. (in which Gould’s Western Union still owned approximately a one-third stock interest) issued a large 
amount of new stock, which would have required $18,000,000 in cash from Western Union to take its propor- 
tionate share. Western Union was financially unable to do this. After some negotiations, Western Union 
sold its New York company stock to the American Co. Later that year the Gould control of Western 
Union was acquired by the American Co. by purchase of 30 percent of its outstanding stock. Mackay at- 
tacked the Beil Co.’s subsequently alleged attempts to divert all telephoned telegrams to Western Union, 
charging violation of the antitrust laws. Attorney General Mclieynolds, to whom these complaints were 
made, took no direct action, but referred the matter to the Interstate Commerce Commission early in 1913. 
The latter immediately undertook a thorough investigation, whereupon the American Co., through the 
Kingsbury commitment, agreed, among other things, to dispose of its stock holdings in Western Union. 
For further details on this Kingsbury commitment, see ch. 5. 

*> Letter to President Fish dated February 16, 1905, signed by George V. Leverett, Thomas Sherwin, and 
William It. Driver. 

** Letter from Coolidge to Mackay dated March 30, 1905. The complete letter will be found In exhibit 
2096-A, appendix 7, sheets 2-4. 
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in financing the Telephone Co., and that I argued at considerable length the 
advantages which would follow should we act favorably upon the plan proposed, 
and the very slight risk, if any, that would be run by the Mackay companies in 
authorizing us to proceed to carry it into effect. You and Mr. Cook opposed 
it, and the matter was dropped. The first step in financing has since been carried 
out successfully and without the Mackay companies participating in it. 

Later in the same year (August 1905) President Fish of the American 
Co. again was approached by Waterbury with a plan for convertible- 
bond financing, but was given no encouragement by Fish. The latter 
sailed later that month for a vacation abroad, returning in October. 
Later correspondence indicated that Fish had discussed the company's 
financing plans while in London. 23 

By the first of the month, following Fish's return from abroad, the 
company's attorneys had prepared and presented their opinion in 
reply to President Fish's question as to the votes required to be 
passed by the stockholders to authorize the issue, by the directors, 
of convertible bonds and prefeired stock. The company's corres- 
pondence records reviewed show no further objection on the part of 
the president or executive committee to the previously rejected plan 
of financing through convertible bonds. A draft of the circular letter 
prepared for distribution to the stockholders, explaining the necessity 
for their authorization to issue convertible bonds, was submitted by 
President Fish to Messrs. Waterbury and Baker, who offered advice 
upon its organization and contents. The issue of convertible bonds 
was approved at a subsequent stockholders' meeting. As is described 
more in detail later in this chapter, for this meeting the company 
mailed to its stockholders proxy forms which were printed in such 
manner that no opportunity was given the stockholder for substi- 
tution of proxy names in place of those indicated and printed on the 
form. The vote giving the required authority was passed at this 
stockholders' meetmg, though the files of the company contain more 
letters of protest from stockholders on this proposed action than on 
any other stockholders' meeting it had ever held. 

The convertible-bond issue subsequently was prepared, consisting 
of $150,000,000 of bonds convertible into stock at 140 after March 1, 
1909. Unlike bond and note issues sold previously, no competitive 
bids were accepted by the company. No information was obtained 
from the company's records showing the necessity for thus dealing 
exclusively with one group of bankers while others were requesting 
an opportunity to be allowed to compete or participate in furnishing 
the company its capital requirements. The method of meeting the 
objection to noncompetitive bidding, as formerly voiced so strongly 
by the Lee, Higginson firm, was indicated in a letter which Crane, a 
member of the executive committee, wrote to President Fish on 
January 27, 1906 (referring to Mr. Storrow of the Lee, Higginson 
firm), in which he stated, in part: 

Mr. Storrow called on me at the hotel last evening. From what he said I 
judged that he and his friends would be quite well satisfied with a two-thirds' 
interest in the proposed syndicate providing Mr. Morgan would withdraw his 
objections to Mr. Speyer. 

» Edgar Speyer cabled Fish on December 8, 1905, saying, in part: “Referring to our London conversation 
think your company should not let this opportunity pass without trying arranging combination 2 important 
banking groups view creating good international market." Fish replied, stating, in part: “I was very glad 
to receive your cablegram and to know that you are of the same mind as when I nad the pleasure of talking 
with you last September." J. P. Morgan later made personal objection to inclusion of Mr. Speyer and no 
evidence was found showing that the Speyer firm participated in any of the company’s subsequent financing, 
although the Lee, Higginson firm joined the bankers’ syndicate. 
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The bonds were awarded to a syndicate under an agreement dated 
February 8, 1906, between the company and J. P. Morgan & Co.; 
Kuhn, Loeb & Co.; Kidder, Peabody & Co.; and Baring Bros. & Co., 
Ltd., of London. Another agreement between these bankers and 
the subscribers to the syndicate, dated February 15, 1906, 24 contained 
provisions by which the bankers retained complete control over the 
bonds even after they were subscribed and paid for, until the dissolu- 
tion of the syndicate. As most of the bonds were unsold during the 
next 2 years and the syndicate was not terminated until June 1908, 
these provisions obviously gave the bankers sole control over the bonds 
and any rights that inhered in them. It should be noted that the 
bonds were not convertible into stock until almost 9 months after 
dissolution of the syndicate. However, before this control over the 
convertible bonds was dissipated through dissolution of the syndicate 
the company’s management personnel was changed, with Vail taking 
the place of Fish as president, subsequent to the presentation of recom- 
mendations by a “reorganization committee.” 

Early in 1907 Waterbury proposed the appointment of this “re- 
organization committee” and this proposal was transmitted to Fish 
by Crane, a member of the executive committee. The latter also 
suggested that the committee be composed of Messrs. Coolidge, 
Waterbury, Baker, and Vail. These recommendations, with the addi- 
tion of Crane to the committee, were adopted. Of these five members 
of the “reorganization committee,” one (Crane) was the executive 
committee member who transmitted Waterbury ’s suggestion to Presi- 
dent Fish, and four (Baker, Waterbury, Coolidge, and Vail) have 
been mentioned previously. Baker, Waterbury, and Vail came into 
the company’s directorate at the time of Baker’s original purchase of 
a 50,000-share block of the company’s stock; Waterbury and Coolidge 
had negotiated with John W. Mackay for a Postal-Bell communica- 
tions combination; Vail and John W. Mackay had been jointly 
interested in the ownership of Bell stock when Vail was elected a 
director, just prior to John W. Mackay’s death, though Vail later 
disclaimed any responsibility to Mackay’s son, Clarence Mackay, 
after Waterbury and Coolidge had severed their connection with the 
Mackay Companies; Waterbury had been a principal negotiator in 
presenting the banking syndicate’s convertible bond plan, which was 
first refused but later accepted by the company to obtain its 1906-7 
capital requirements; lastly, Baker was a major figure in the banking 
group itself. 

Correspondence in the company’s files indicates that an “outline 
organization” was submitted somewhat informally to Fish by Vail, 
acting for the reorganization committee, on February 21, 1907. At 
the annual stockholders’ meeting a month later, March 26, 1907, all 
directors were reelected and by their action the executive committee 
members were continued in office and Fish was reelected president 
for the coming year. Three days after his reelection Fish apparently 
submitted “important suggestions” on the “outline organization” 
which previously had been presented to him by Vail, for the committee. 
Neither this original reorganization plan nor any indication of Presi- 
dent Fish’s “important suggestions” thereon have been found in the 
company’s records. Subsequently, the reorganization committee, in 
a formal report signed by all of the members, recommended that the 
reorganization be carried out by the executive committee, whose 


M See exhibit 209$- A, appendix 10, for copies of both these agreements. 
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members should first be increased by the election of two additional 
members. The executive committee then consisted of Messrs. Crane, 
Fish, Amory, Cochrane, and Howe. No record is available of the 
individual opinions of these five members on the reorganization plan, 
but the minutes of the meeting show that the recommendation to add 
two members to the executive committee was adopted. However, 
Messrs. Cochrane and Amory then resigned and Vail and Waterbury 
were elected in their stead. No further mention was made of the 
resolution to increase the committee from five to seven members. 
President Fish also resigned from the executive committee, from the 
presidency, and from the directorate, being replaced in the presi- 
dency by Vail, who then had an executive committee of but four, 
consisting of himself, Waterbury, Crane, and Howe. Each of these 
four continued to serve on the executive committee of the American 
Co. for the remainder of their lives. Howe, the last surviving member 
of this group, served until his death in 1931. The day after these 
moves were completed the $20,000,000 notes to the Higginson-Spever 
group became due and were paid from proceeds of the convertible 
bonds previously sold to the Baker-Morgan group. Immediately fol- 
lowing this change in the company’s management the Guaranty Trust 
of New York, which had served as stock registrar, maintaining the 
official record of the identity of ownership of the company’s stock, was 
abruptly replaced by the Manhattan Trust, of which Waterbury was 
president. 

Before the next annual election of directors, Vail proposed to his 
executive committee the election of additional directors to the board 
in a letter in which he stated, in part: 25 

It seems to me that we must, if any change is to be made, consider soon the 
names of some possible additions to our directorate. Personally, I think that it 
would be an exceedingly good plan if Mr. Winsor or some other of the leading 
members of the firm of Kidder, Peabody & Co., Mr. Henry L. Higginson, of Lee, 
Higginson & Co.; Mr. N. W. Harris, of the firm of N. W. Harris & Co. — brokers — 
ana possibly Mr. J. P. Morgan, Jr., or Mr. Steele, of the firm of J. P. Morgan & Co., 
could be induced to join. 

A number of other names were suggested to Vail by various stock- 
holders, but he said concerning these: “I merely submit the latter 
names as I have been requested to by others.” All of the men 
suggested personally by Vail were bankers, and all were associated with 
the banking group which had purchased the Bell Co’s, convertible 
bonds prior to Vail’s installation as president. 

The events of the period 1900-1907 indicate quite clearly that 
control over the company’s management policies^ through majority 
control over the members of the company’s executive committee, was 
changed abruptly in 1907 under the influence of a group of investment 
bankers whose representatives had been actively interested in the 
early negotiations for a Postal-Bell combination in the electrical 
communications industry. 26 

Management Since 1907. 

Although control over the company’s management policies lay 
directly in the executive committee as delegated to it by the board of 
directors, the legal “right” of control rested in the board of directors, 

« Letter from Vail to Crane, Howe, and Waterbury, dated February 4, 1903 (President’s Private 
Letter-book No. 6). For copy see exhibit 2096- A, appendix 13, sheet 3. 

* Within 2 years this communications combination was consummated by the American Co.’s new man- 
agement through acquisition of control over the Western Union Telegraph Co., as indicated In footnote 19, 
on p. 89, supra. 
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over which, in turn, the stockholders exercised the legal “right” to 
control, through election of directors by ballot at annual stockholders' 
meetings. The exercise of, or failure to exercise, these two legal 
“rights” is indicated by (1) the actual mechanics of the proxy method 
of election of directors, (2) the considerable degree of influence of the 
management, itself, in the selection and election of directors to whom 
they legally were presumed to be subordinates, and (3) in the manage- 
ment's selection and election of their own successors in executive 
office. The results of investigation on these subjects are presented 
in the succeeding parts of this section. 

Further dispersion of stock ownership . — The ability to acquire and 
continue in possession of control over the company's policies through 
majority control of the executive committee, including the president, is 
effective in the degree to which there is no interference by the direc- 
tors or by the stockholders. The actual operation of “proxy voting” 
in a corporation with a widely dispersed body of small stockholders, 
and the ability of the management officers to dictate the selection and 
election of both directors and their own successors, deserves close 
observation as a commentary upon the seat of ultimate control over 
the management policies and objectives of the American Co., and, 
with it, the control over their entire field of telephone communica- 
tions. 

Previous statement has been made of the dispersion of stock owner- 
ship over the period 1881-1900 when the number of stockholders 
increased from less than 600 to more than 6,000, while the average 
holdings of each stockholder declined from over 100 to less than 40. 
This trend was reversed for the several years following 1900 when 
formulation of plans involving possible acquisition of control over the 
company was in progress, and the average holdings per stockholder 
increased from 74.4 27 shares in 1900 to 79.1 in 1901, 91.3 in 1902, 
and 92.3 in 1903. 28 It was during this period that George F. Baker 
and his associates purchased 50,000 shares of the company's stock in a 
single transaction. The tendency toward dispersion again set in the 
following year. The dispersion as of the end of 1935 is indicated by 
the average holding per stockholder, which had declined to 28.1 shares. 
Entering into this 1935 figure of 28.1 shares were 244,566 stockholders 
with average holdings of but 2.87 shares each, and, at the other 
extreme, 43 stockholders of record with average holdings of 22,688 
shares each. The holdings of these 43 stockholders of record, how- 
ever, constituted less than 6 percent of the 18,662,275 outstanding 
shares, and the shares held by the 244,566 small stockholders repre- 
sented less than 4 percent of the total outstanding shares. 

The greater the total proportion of corporation stock scattered 
among a tremendously large number of stockholders, each with a very 
small individual holding, the smaller may be the block of stock in 
which working control may he. 29 The voting proxy constitutes a 
relatively simple expedient by which an incumbent management may 
obtain tne voting power of a block of stock so large that its combina- 
tion with the holdings of a few large holders, acting and voting in 
common, constitutes complete working control of the company. The 

17 Equivalent number of American Co. shares to average of 37.2 shares of American Bell, on later 2 for 1 
exchange basis. 

** See exhibit 230, tables 7 and 12, pp. 25 and 34, respectively, and exhibit 2096-A, appendix 2, sheet 5. 

*• Especially is this true if the combined voting power of the scattered small holders is made available to 
the incumbent management through the mechanism of proxy voting, as is subsequently described. 
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chances of a successful challenge to this working control, held by the 
incumbent management, by any independent or opposed financial 
group are minimized by the very size of the corporation itself. The 
total outstanding stock of the American Co. on December 31, 1907, 
was 1,315,514 shares with a par value of $131,551,400, not including 
the $150,000,000 of bonds convertible into stock in 1909, purchased, 
contracted for or under option by the banking syndicate. As of 
December 31, 1935, the total of outstanding voting stock was 18,662,- 
275 shares of $1,866,227,500 par value. 30 Obviously, it would be 
extremely difficult for any rival financial interests, through outright 
purchase of a majority or even a sizable minority of this voting stock 
to obtain direct or working control of the company. The Mackay 
group made such attempts, in 1906 and 1907. In 1906, Mackay 
requested that a Mr. George M. Cumming be “substituted for Mr. 
Vail,” who he claimed represented the Mackay interests on the Ameri- 
can Co.’s board. This statement Vail denied 31 and the Mackay 
request was refused. Later, on February 1, 1907, Mackay again 
demanded representation, suggesting the election of himself, Pliny 
Fisk, and Dumont Clarke. Coolidge wrote Fish (February 10, 1907), 
“The Mackay Companies have nerve. Their interests are opposed to 
ours and of course at this time cannot secure representation.” Later, 
(March 22, 1907) Fish wrote Mackay, “It is the opinion of those 
whom I am obliged to consult that it is not wise to elect upon our 
board too large a representation of another and, to some extent, a 
competing corporation. * * * We very much regret that Mr. 

Dumont Clarke was not inclined to accept our invitation to allow us 
to elect him as one of our directors.” Although the Mackay purchases 
reached a maximum of well over 70,000 shares, representing at one 
time an investment at market value of something over $10, 000, 000, 82 
their attempts did not succeed even to the extent of naming a single 
director to the company, and management control continued in the 
hands of those who constituted the executive committee and the board 
of directors, all of whom collectively held less stock than the Mackays. 
With the failure of the company’s largest single stockholder to gain 
any voice in the management of the company, it is apparent that the 
chances of a successful challenge to the working control of the incum- 
bent management by any dissident stockholder or small group of 
stockholders, regardless of the size of their individual holdings, are 
practically negligible. 

Further dispersion of the American Co.’s stock was also effected 
through the activities of the Bell Telephone Securities Co. This 
company was organized by the American Co. in 1921, principally for 
the express purpose of redistributing its stock more widely geograph- 
ically and into the hands of a larger number of smaller holders. Dur- 
ing the activity of this subsidiary, from 1921 to 1933, the number of 
stockholders increased 266 percent, from 185,856 to 680, 454. 33 

*• See exhibit 1360-B, schedule 27. 

« Letter from Vail to Fish. April 14, 1906, reading in part as follows: “I do not understand that Mr. 
Mackay has any interests in the policy of the company— not common to all shareholders. If he has then 
certainly I do not represent them.” (See exhibit 2096-F., p. 111.) 

« Subsequent to the Mackay’s request for representation, made during the early part of 1907, the Mackay 
holdings increased to more than 82,000 shares, following the company’s issuance of a new block of stock later 
that year. 

* During the process of purchasing American Co. stock for resale, this subsidiary voted the shares In its 
possession. For several of the years of its active existence it was the second ranking stockholder voting at 
annual meetings. The personnel and officers of this securities subsidiary were employees of the American 
Co. and under the control of its management. See exhibit 2.50, pp. 1-10. 
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Proxy voting by stockholders . — With a widely dispersed body of stock- 
holders having a very small average investment in the business, stock- 
holders’ voting by proxy undoubtedly has been a major influence in 
assuring continuity of the existing management. So long as dividends 
are satisfactory, and having but an infinitesimal voice in the deter- 
mination, by voting, of the membership of the board of directors, 
the stockholder has little or no incentive to inquire into the manage- 
ment personnel or the established policies and practices of the com- 
pany. The average stockholder’s mterest, even if sufficient to cause 
him to sign and return the proxy, has not been of sufficient magnitude 
to cause any widespread questioning of the method of selection of the 
person or proxy to whom ne is asked to delegate his right, as a stock- 
holder, to control his corporation’s policy and conduct. 

(1) Operation of proxy voting . 84 — When stockholders are advised, by 
letter, of the date of the next annual meeting of the stockholders, at 
which time the directors for the subsequent year will be elected by the 
stockholders who are present at that meeting either in person or by 
“proxy,” a proxy slip is enclosed, which the stockholder is requested 
to sign and return if he cannot attend the meeting in person. Available 
proxy forms indicate that, prior to 1905, these forms were printed with 
a blank space left for the stockholder to indicate the name of the 
proxy to whom he wished to delegate the right to vote his stock. In 
1905, at the time stockholders were asked to attend a special meeting 
to vote upon the question of authorization of the issue of convertible 
bonds the practice was deviated from, apparently for the first time, 
in that the names of the proxies were printed in and no provision was 
made for the stockholder to insert a proxv of his own choice. The 
proxy forms for subsequent years likewise have the names of selected 

! >roxies printed in the form, but since 1910 the practice has been to 
eave blank space after these printed names so that other names may 
be written in if the stockholder so elects. A description is given, 
later, of the method by which the names of these proxies are selected 
before being printed in the proxy forms distributed to stockholders 
in this manner. 

As these signed proxy forms are returned to the company they are 
checked against the stock records and tabulated in batches. This 
process continues until the morning of the stockholders’ meeting when 
the inspectors of election, who usually are employees of the company, 
report to the meeting the number of votes represented bv proxy. 
The proxy committee then votes on a previously prepared ballot on 
which are printed the names of the directors who are to be voted on, 
to serve for the ensuing year. The method by which these names are 
selected, for prior printing on the ballot for directors, is explained 
subsequently. A study of the 13 stockholders’ meetings held during 
the period 1924 to 1935 indicates the amount of power concentrated, 
legally, in the hands of this proxy voting committee. With total 
stockholders varying in number from approximately 300,000 in 1924 
to 700,000 in 1933, the total number of stockholders present and 
voting, either personally or through independently selected proxies, 
ranged from 45 to an even 100. In contrast, the number of stock- 
holders who were “present” through representation on the previously 
selected proxy committee ranged from 184,576 to 396,172. Thus, as 
to the number of stockholders attending, the proxy committee repre- 

»« See exhibit 2096-A, pp. 30-33 and 110-115. 
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sen ted an average of more than 4,500 times as many stockholders as 
attended personally or by independently selected proxies. The num- 
ber of shares represented by the proxy committee is equally dispro- 
portionate as compared with other voting stockholders. The total 
number of shares voted by those stockholders who attended personally 
or by independently selected proxies ranged from 1,687 to 6,987, except 
for 1 year, 1934, when 44,075 shares were so represented. In contrast, 
the proxy committee held voting power of a block of stock ranging 
from a low of 4,764,339 shares in 1924 to a high of 13,080,817 shares 
in 1931. 

Over this entire period, the average voting power of the proxy 
committee was more than 1,300 times the combined voting power of 
all other stockholders voting, though in 1 year this advantage fell 
as low as 239. It may be noted that, if all the nonattending stock- 
holders plus those attending personally or by independently selected 

E roxies had voted against the proxy committee, its vote still would 
ave been controlling, for it voted from 55.30 percent to 72.66 per- 
cent of all the outstanding stock of the company. 86 

(2) Selection of the 'proxy-committee members. — During the entire 
period above covered, the proxy committee consisted of five members 
who were also members of the executive committee (with two excep- 
tions, one in 1924 when one member, Milne, was a former company 
treasurer, and another instance in 1929 when one member, Houston, 
was a director but was not made a member of the executive committee 
until 1933). The method of selection of the members of the proxy 
committee has been described by the American Co., in answer to that 
question, as follows: 86 

In 1934, and in each year prior thereto within the recollection of the present 
officers of the company, selection of the proxy committee for annual or special 
meetings of the company has been discussed informally at regular meetings of 
the executive committee. It has been the custom to select such proxy committee 
from the membership of the executive committee. Members of the proxy com- 
mittee have been requested to serve as such in each successive vear, vacancies 
occurring by resignation or death being filled by the selection of other members of 
the executive committee. The usual practice has been for the president of the 
company at a regular meeting of the executive committee, to request members 
present who had served in the previous year to act as members of the proxy com- 
mittee for the next ensuing annual meeting and, in the event of a vacancy occurring 
in such membership, to request another member of the executive committee to 
serve. 

Subsequent to 1934, when the relevant rules of the Securities & 
Exchange Commission became effective, the board of directors has 
formally adopted a resolution directing the secretary to mail this proxy 
to the stocknolders with the names thus specified officially by the 
board of directors, rather than being reported informally to the 
directors by the president. 

# (3) Selection of directors' names lor the printed ballot. — With responsi- 
bility for selection of this controlling proxy committee thus definitely 
traced to the incumbent president and board of directors, the next 
logical inquiry is the identity of those who select the directors on whom 
the proxy committee votes. 37 In answer to this query the American 

** See exhibit 2006- A, schedule 6. 

» From a memorandum received by the investigation staff from the American Co. on Nov. 27, 1936, in 
answer to the question, “Who selects the proxy committee?’' 

” It should be recalled that these names are printed on the ballot handed the voting stockholders. There 
is no provision for checking off alternate names of selections, but the ballot contained a single list or “slate," 
on which the stockholder may vote affirmatively. 
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Co., after first stating that the directors are elected by the stockholders, 
gives the following information on the manner of selecting the directors 
whose names are printed, prior to the date of the annual meeting, on 
the ballot to be used by the proxy committee. This part of the com- 
pany’s reply states: 

In advance of the annual meeting of stockholders, none of the members of the 
board of directors in office having expressed unwillingness to continue to serve, a 
baUot is prepared in printer’s proof form by the secretary, listing the members 
of the board of directors then in office, which is submitted to the president of the 
company for approval. When approved, the ballot is printed for distribution to 
the stockholders present in person at the annual meeting who desire to vote the 
same. A ballot in this form is signed by the members of the proxy committee pre- 
sent at the annual meeting, and also separate ballots are signed by individual 
members of the proxy committee, when such individuals are designated by stock- 
holders as proxy holders, the names of other members of the committee having 
been stricken out by the stockholder. 

There has been no evidence of any contest for election of directors 
since 1907, when Clarence Mackay attempted to gain representation 
on the directorate for his more than 70,000 shares. This mechanism 
has been largely under the personal supervision and control of the 
company’s president. 

Selection of directors . M — The previous section has indicated the 
manner in which a wide dispersion of stock ownership among a large 
number of small stockholders, in connection with control of the 
proxy voting committee by the existing management, serves to con- 
tinue the incumbent board of directors in control of the company’s 
management policies indefinitely. During the continuance of satis- 
factory dividends, use of the proxy mechanism is more perfunctory 
than essential, for practically no effort is made by the stockholders to 
appear and vote at the annual meetings. 

Under these conditions the power to select directors apparently has 
been exercised directly by the president, as is shown by reference to 
the correspondence of President Vail, who was installed in 1907 at 
the time when the management of the company was changed under 
the influence of the investment banking group which had underwritten 
the company’s issue of convertible bonds. In reviewing this cor- 
respondence briefly it is significant to bear in mind that, legally, the 
directors have the power to appoint the president, rather than the 
reverse. 

Until 1902 New England interests were almost exclusively repre- 
sented on the board, reflecting the origin of the company and its 
early financial backers. With the advent of banking control of the 
executive committee in 1907, the board of directors underwent a 
gradual change. Within a year after Vail’s election to the presidency, 
as previously has been shown, he suggested the election of Mr. 
Winsor, of Kidder, Peabody & Co. ; Mr. Higginson, of Lee, Higginson 
& Co.; Mr. Harris, of N. W. Harris & Co.; and Mr. Morgan or Mr. 
Steele, of J. P. Morgan & Co. All of these men were bankers closely 
associated with the bankers’ group which had underwritten and dis- 
tributed the $150,000,000 issue of convertible bonds, and which had 
been identified with the election of Vail to replace President Fish. 

Vail continued to discuss with his executive committee desirable 
additions to the directorate. In 1909 Vail wrote Crane, one of the 
executive committee members, saying, in part: 39 

« See exhibit 209G-A, pp. 67-71, and 115-125. 

*• Letter from Vail to Crane dated January 20, 1909 (president's private letter book No. 6). 

Digitized by Google 



INVESTIGATION OF THE TELEPHONE INDUSTRY 99 

I was talking last night with Mr. Howe in regard to the coming election and 
the filling of the vacancy in the directory. I think if we could get a good Chicago 
man, a good Philadelphia man, and some good New York men outside of the 
present group, that it would be a good plan. Mr. Herbert Terrell seems to me 
to be as good a man as we could get from New York, and I think he would be 
willing to serve. If we could get Mitchell of Chicago, it would be a good thing, 
* * * In Philadelphia, I am not so well posted, and do not know the groups 

of people sufficiently to suggest. Have you any idea or suggestions to make in 
respect to that? 

Mr. Winsor, of Kidder, Peabody & Co., one of the convertible-bond 
syndicate members, expressed a mild objection to the selection of 
Terrell, and he was not invited to become a director; Rudolph Ellis, 
of Philadelphia, was elected that spring, and later in the same year 
J. J. Mitchell, of Chicago, and H. P. Davison, of New York, were 
elected. Mitchell was president of the Illinois Trust & Savings Bank 
of Chicago, a director m Waterbury’s Manhattan Trust Co., and a 
director m Bakers First National Bank of New York. Ellis was 
president of the Fidelity Trust Co. of Philadelphia and a director in 
Waterbury’s Manhattan Trust Co. Davison was a partner in the 
Morgan firm. Shortly before the election of Davison, President Vail 
gave some indication of the primary source of some of his suggestions 
on directors in a letter written to Baker, in which he said in part: 40 

Referring to your conversation with Senator Crane, I wish to say that it would 
relieve us of some embarrassment and produce unanimous action on the part of 
our board if I should recommend the election of one of the members of Mr. 
Morgan's firm at the December meeting, and the remaining one at the annual 
meeting in March. 

There are two vacancies on the board, and no increase can be made except by 
the shareholders. 

A long time ago with the consent of our board I asked Mr. J. J. Mitchell 
of Chicago to join our directorate, and he some time since signified his willingness 
to serve, and our board thinks that he should be elected to fill the other vacancy. 

I would appreciate it if you would consult with Mr. Morgan and advise me if 
this course meets with his approval, and if it does, I will see that it is carried out. 

In the following year, 1910, the number of directors was increased 
from 18 to 25. Of the 7 then named, 5 were minor employees of the 
company, elected as “dummy” directors until other permanent se- 
lections should be made. The other 2 were H. L. Higginson and 
Robert Winsor, both from banking firms which had participated in 
the convertible-bond syndicate. Vail then wrote Davison, a Morgan 
partner, reporting on this action, and stated, in part: 41 

* * * In regard to the directorship, I acted as you suggested. I did not 

propose Mr. Morgan's name, but instead put in dummy Director to await his 
pleasure, all of which I trust will be satisfactory. Whenever, in the opinion of 
Mr. Morgan, Jr., it will be wise for him to take the position of Director, we should 
be very glad to appoint him. 

Apparently, Mr. Morgan, Jr., did not think it wise to take the direc- 
torship awaiting him, for he never was a director of the company. 

Following this period Vail introduced a practice of geographical 
distribution of directorships which his successors, Thayer and Gifford, 
have followed. There has been a continuing tendency to give direc- 
torships to men with important financial connections. The essential 
fact concerning the directors is that they are not selected or even 
nominated by the stockholders but are selected by the president in 
consultation with the executive committee and the incumbent direc- 

** Letter from Vail to George F. Baker dated November 19, 1909 (volume entitled “T. N. Vail, Personal 
Letters, May 27, 1907, to Jan. 21, 1911”). 

41 Ibid., letter from Vail to H. P. Davison, care of J. P. Morgan <Sc Co., dated April 19, 1910. 
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tors, whereupon, through the votes controlled by the proxy committee, 
itself constituted by members of the executive committee, the existing 
directorate, with any additions or changes thus decided upon in 
advance, is reelected by a formal but completely perfunctory vote. 

Selection of presidents . — Theodore N. Vail, the president who 
replaced Fish in 1907 when the management of the company came 
under the influence of the Baker-Morgan group of bankers, was 
succeeded in 1919 by H. B. Thayer, who in turn was succeeded in 
1925 by Walter S. Gifford, the present incumbent. The connection 
of Vail with the reorganization effected in 1907 has been set forth 
previously. Continuity of the management organization established 
m 1907 is reflected in the manner of selection and election of the two 
successors to that office. Following the close of the World War, 
when Vail was elevated to the newly created office of chairman of the 
board, the next in line to him was Senior Vice President U. N. Bethel, 
who had held that position from November 19, 1912, to May 21, 
1918, and who also was president of the New York Telephone Co. 
Bethel had been in charge of the American Co.’9 operations during 
the brief period of Federal control in 1918 and 1919, when he served 
as chairman of the operating board of the United States Telegraph 
& Telephone Administration." In June 1919, about the time Con- 

E ess approved the act repealing wartime regulations and returning 
j;al control of the telephone system to the company, Bethel was 
given an enforced leave of absence with full pay and was retired on 
pension at the end of that period. The tenor of the company’s 
correspondence indicates that Bethel was abruptly and completely 
divorced from his connections with the company, though no evidence 
of the reasons therefor have been obtained. Thereupon followed 
the election^ to the presi dency of H. B. Thayer, who was a year older 
than Bethel and had ^served as president of the Western Electric 
Co. and as a vice president of the American Co. About the same 
time, Gifford was made comptroller, while Vail still served as chairman 
of the board. The company’s correspondence indicates that Vail 
choseJThayer as his successor in 1919 and that Thayer, after Vail’s 
deatlTm 1920, chose Gifford as his successor in 1925. The following 
excerpts from a letter written by President Thayer to Howe, of the 
executive committee, afford an insight into Thayer’s and Vail’s ideas 
on their own successors. 48 

* * * The business has history and policies and character and morale 

which would be jeopardized if you ever again had to go outside of the organization 
for a president. We have, I believe, a very efficient and effective organization 
with all the elements of self-continuation. Since the election of Mr. Jewett 
on Tuesday, I can say that in our headquarters' organization there is either a 
younger or older man technically qualified and experienced, who could carry on, 
at least temporarily, the work of any department if that department's chief were 
removed. 

That is true as to the position of chief responsibility assuming that either 
Mr. Gifford or I could carry the load without the other. However, it seems 

<1 During tbe World War, for the period from July 1918 to July 1919, control of the American Co., along 
with all other telephone and telegraph systems, was legally under the control of tbe President of the United 
States. Actual operation of the plant continued under control of its former personnel and management, 
though the semblance of official control by the Government was preserved through the appointment of an 
operating board over all telephone and telegraph properties. Bethel was appointed to the chairmanship 
of this board from his former position of executive vice president of the American Co. During the same 
period Bethel was made vice president in charge of operations of the American Co., by its board of directors. 
During this brief period of nominal Government control, the properties of the Bell System continued to 
be operated under tbe direct control of its president, Vail, and its vice president, Bethel. For a more detailed 
description of this brief period of legal control by the Government, see exhibit 3096-B. 

4» Letter from Thayer to Howe, dated December 19, 1924. For copy, see exhibit 2096- A, appendix 17, 
sheets 2-4. 
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reasonable to me that, before I lose the ability to carrv the load, to avoid a situation 
where our dependence would be solely upon him, Mr. Gifford should be put in a 
position to be thinking about and finally establishing in position, someone to 
take over the responsibility in the event of anything happening to him. 

Then there is the question of finances and public relations. Because Mr. Vail 
had arranged for the election of a president when he was supposed to be well and 
vigorous, there was hardly a ripple of anxiety about the administration of the 
business when he died. It seems to me that we should try to avoid anything 
like a change in administration. It should be a continuous administration and 
the transfer of authority and responsibility should be made at the right time and 
in the right way as well as to the right man. I have always believed that for the 
benefit of this business, the change should be gradual — that the president should 
become chairman of the board at the summit of his powers and then aslie~becoipes 
less necessary to the b usine ss should gradually fade from the picture while his 
successor is as gradualljrfining it. 

Finally, there is the personal side of the subject and that is the side which 
prompted me particularly to ask special study of it by a committee. There is no 
more important question can come before the directors than the administration, 
and it seems to me that it demands impersonal consideration. I am personally 
interested and being personally interested, it seems proper that I should avoid 
making an official recommendation, but should put the directors in the way of 
coming to an independent conclusion. Mr. Gifford and I will be glad to be 
questioned. I have asked Mr. Houston to answer any questions without reserve. 

The following letter to Howe, dated December 29, 1924, also indi- 
cates that Thayer took it almost for granted that Gifford was to be 
the selection of the board : 44 

* * * If Mr. Gifford is to take a larger part of the responsibility, it seems 

to me that his views as to how things should be set up should be given a good deal 
of weight and I am sure that he would be embarrassed in discussing such a subject 
in my presence and that is why I suggested and why I think it is really important 
that you should have some discussion of the matter with him. 

A month later in January 1925, Gifford was elected president of _the 
American Co. 

Management’s Interest in Control. 4 * 

The interest of the management in the dispersion of stock ownership, 
and its care in determining the precise conditions under which voting 
control of the company could be exercised by various classes of stock- 
holders, is indicated m its studies on this subject, prepared by the 
company's treasury department. The effect of the increasing dis- 
persion of stockholdings, referred to above as an important factor in 
protecting the existing management from change through concerted 
action on the part of the stockholders, is indicated in the following 
statement from the treasurer's report on stockholder participation in 
the 1934 stockholders' meeting: 46 

It would have taken the 31,000 largest stockholders acting in concert to have 
voted a majority of the outstanding stock and at least 4,500 to have controlled a 
majority of the shares actually voted at the meeting. 

As a further commentary on the practical impossibility of any 
group of stockholders offering any substantial threat to the perpetual 
continuation of the existing management, the further conclusions in 
t.hia report are illuminating: 47 

♦ * * As an indication of the relatively small potential control which lies 

in the hands of any individual stockholder or any small group of holders, the 

** Letter from Thayer to Howe, dated December 39, 1924. 

" See exhibit 2096- A, pp. 125-126. 

« Memorandum dated May 3, 1934, entitled, “ Participation of American Telephone & Telegraph Stock- 
holders in 1934 Annual Meeting,” prepared by tbe American Co.’s treasury department. The report is 
reproduced as appendix 19 of exhibit 2096- A. 

47 idem. 
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largest stockholder held only 0.68 percent of the outstanding stock, while the 20 
largest holders held but 4 percent and all of the holders of 1,000 or more shares 
together less than 18 percent. Even with an uncontested meeting, the 20 largest 
holders held only 14 percent of a majority of the stock actually voted, while the 
entire group of holders of 1,000 or more shares held only about 61 percent of a 
majority. 

Based on the average holdings of the remaining stockholders, the 20 largest 
holders would have required the proxies of about 173,000 holders in order to have 
controlled the 1934 meeting, while, on a corresponding basis, the 1,062 holders of 
1,000 or more shares would have required the proxies of some 91,000 additional 
holders. However, had the 1934 meeting involved a contest for proxies and had 
every share been voted, the 20 largest holders would have required support from 
about 325,000 stockholders to have controlled the meeting, while the group 
of holders of 1,000 shares or more, had they acted in unison, would have required 
the votes of 268,000 additional holders. 

In addition to these studies by the management upon the degree of 
control and dispersion of stock ownership, the company keeps a daily 
check upon what it terms “significant transfers” of its own stock. 
These daily reports are made to the assistant treasurer of the com- 
pany, indicating all transfers of company stock involving 500 shares or 
more, showing the names of those selling and the names of those 
purchasing the stock. When a new name appears among the large 
stockholders the management takes steps to obtain information on the 
business connections and to obtain personal and biographical data 
concerning the new stockholder. 

Summary. 

Early control of the telephone patent passed in successive stages 
from the inventor, Bell, the early financier, Sanders, and the promoter, 
Hubbard, jointly, as the principal members of the original patent asso- 
ciation; to Hubbard, as trustee; to an executive committee consisting 
of Hubbard, Sandere, and Bradley; to the later financiers, W. H. 
Forbes and his associates. Following firm establishment of the Bell’s 
monopoly position, after Western Union’s threat to its control over 
the field, funds were available readily from the general public, and 
ownership of a majority of the outstanding voting stock was no longer 
retained by the officers, directors, and their relatives. 

When the Bell System’s monopoly control over the industry again 
was challenged, after expiration ol the basic Bell patents, by the 
rapid rise of independent companies, Bell’s financial requirements 
again became the critical factor, and its alternatives apparently were 
either to accept a minor role in the telephone industry or to gain 
access to a stronger source of investment capital. At the same time, 
several strong and opposing sources of investment capital were seeking 
to gain control over the telephone field either through Bell or through 
organizing its independent competitors, and to establish a telephone- 
telegraph combination through merger of one or the other of these 
two telephone interests with one or the other of the two telegraph 
interests, Postal or Western Union. One of these strong sources of 
investment capital, the so-called Baker-Morgan group, sought to 
gain control over Bell and Postal in order to merge them. Following 
elimination of the early efforts of an opposing group in the direction of 
organizing Bell’s numerous competitors and affiliating them with 
Western Union, the Baker-Morgan group abandoned Postal, following 
differences of opinion on methods, but subsequently did attain a posi- 
tion where it supplied most of the Bell Svstem’s capital requirements, 
other than that supplied through the sale of capital stock, with little 
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or no competition. With no other offer of equally large amounts of 
badly needed new capital, the Bell management apparently was forced 
either to accept an increasingly minor role in the telephone industry, 
or to comply with the terms of the Baker-Morgan offer of capital. 
The latter alternative was elected, and the then-existing management 
regime of Fish was replaced abruptly by that of Vail, in the following 
year, with full support of the Baker-Morgan group. 

Subsequently, under the new management, the decline in BelPs 
relative position in the industry was arrested and gradually it acquired 
its present position of dominance in the telephone industry. 

Detailed and direct management of the company’s policies came to 
be exercised by a self-con tinuing management personnel represented 
by the president and the executive committee. Notwithstanding the 
legal control over management by the directors, the management, 
represented by the president and executive committee, has selected 
and recommended the election of directors, and these elections gen- 
erally followed, aided by the mechansim of proxy voting by a proxy 
committee consisting chiefly of members of the executive committee. 
Wide dispersion of stock among a multitude of small holders, encour- 
aged by the management through the activities of a subsidiary 
securities company, has in practice placed voting power of a majority 
or controlling block of stock in the hands of this proxy committee 
which the president appointed. 

Thus, in its actual operation, control over company policies is 
concentrated largely in the hands of a management group consisting 
of the president and executive committee, which was installed through 
the influence of the Baker-Morgan group of investment bankers m 
1907, and has been a cohesive and self-continuing management regime 
down to and including the present management, under President 
Gifford. 



SECTION 2. AMERICAN CO.’S CONTROL OVER MANAGE- 
MENT OF SUBSIDIARIES 

The previous section has set forth the history and nature of control 
over the management of the American Co., which is the parent or 
holding company for the Bell System. This section will present the 
nature and degree of control exercised by this parent company man- 
agement over the individual parts of the whole Bell System organization. 

Functional Organization of the Bell System. 48 

There are four principal functions of the Bell System organization 


in rendering telephone communications service, namely, management, 
research and development, manufacturing, and telephone Operating. 


research and developmen t, manu facturing , and telep hone ^operati ng. 
The management function is vested in the American Telephone & 
Telegraph Ijo. ; re search and development are the responsibility~~df 
the Beil Telephone Laboratories; manu fa cturing is carried on h y 
the Western Electric Co .: anoT t^Ipj^bonp o pPTRting is performed b y 
the associated companies and by the long lines depa rt ment of th e 
American Co. _ 7^ 

American Telephone db Telegraph Co . — The American Co. is divided 
into the major functional units of the general department and the 
long lines department. The general department performs the activ- 

*■ This subject is discussed in exhibit 50, pp. 31-81; exhibit 1360-A, pp. 150-183; and exhibit 2096-G, pp. 1-7. 
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ities arising out of the holding-company status of American Co. and 
the duties imposed upon it under the terms of the license contract 
with the associated operating companies. The long lines department 
functions as a telephone operating company in the same manner as 
any one of the associated companies except that its activities are 
confined substantially to interstate long-distance telephone service, 
interconnecting the facilities of telephone companies offering local 
telephone service within their respective operating areas. The 
relations between the long lines department and the associated com- 
panies are discussed in the chapter on toll activities. 49 The long lines 
department is a part of the American Co. and is in charge of one of the 
vice presidents. The scope and completeness of the company’s 
control over its long-lines functional division, therefore, is self-evident 
and requires no further discussion in this connection. 

Chart 7, page 108, is an organization chart of American Telephone & 
Telegraph Co. as prepared by the company. This chart shows the 
long lines department without indicating any of its subdivisions. In 
addition, it shows separately the assistant to the president, the secre- 
tary’s office, and the following six subdepartments of the general 
department: Development and research, operation (and engineering), 
accounts and finance, legal, relations with public bodies, and infor- 
mation. 

The American Co. establishes liaison with the associated companies 
and its other subsidiaries through the subdepartments of its general 
department. Contact with the Bell Telephone Laboratories is 
attained through the department of development and research, the 
vice president in charge of the department of development and research 
of the American Co. being also president of the Bell Telephone Labor- 
atories, Inc. Contact with the associated operating companies is 
maintained through various departments of the American Co., which 
serve as a staff organization covering the various activities of the 
associated companies. These staff functions include the following: 
Information, relations with public bodies, legal, accounts and finance, 
and operation and engineering. The functions carried on in the first 
four of the American Co. departments are evident from their title. 
The operation and engineering function encompasses the larger part 
of the continuous associated company activities, of which the more 
important are controlled by the following subdepartments of the 
operation and engineering department: Personnel ; engineering, includ- 
ing plant operation; traffic engineering; general operating results; 
plant engineering; and commercial engineering. 

The functions carried on in each of the several subdivisions con- 
cerned directly with the detail of associated company operations may 
be described briefly as follows: The president and executive vice 
presidents of the American Co. handle all matters of general policy 
concerning the Bell System through correspondence and conferences 
with the presidents of the associated Bell operating companies. All 
matters relating to engineering, construction, and development of the 
telephone plant are covered by letters directly from the plant engineer 
of the American Co. to the chief engineers of the associated companies. 
Most of the original letters are in circular form, and further questions 
concerning application to specific locations and cases are handled by 

“ See chapter 12, infra. 
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direct correspondence between the associated company chief engineers 
and the American Co.’s plant engineer. These letters, and similar 
ones on other subjects written by other American Co. employees, 
usually transmitted as “suggestions” and “recommendations,” pro- 
vide an implied supervisory authority in the staff of the general de- 
partment. It is only natural that suggestions which the owners of a 
business direct their staff employees to make to the employees of the 
businesses owned should be accepted by the latter as “orders” rather 
than “suggestions” and “recommendations.” Determination of the 
quantities of equipment to be installed in any given location to meet 
the service requirements is the responsibility of the traffic departments 
of the American Co. and of the associated companies. The American 
Co. exercises an influence which is equivalent to control over the 
volume of central office equipment installations throughout the Bell 
System by circular letters, correspondence, and conferences between 
its traffic engineer and the general traffic engineers or superintendents 
of the associated companies. A direct line of contact exists between 
the plant-operation engineer of the American Co.’s department of 
operation and engineering and the general plant managers or super- 
intendents of the associated companies. Detailed instructions are 
issued by the plant-operation engineer covering maintenance prac- 
tices, and periodic reports of maintenance results are required from 
the field. In addition to the advice and suggestions offered by the 
American Co.’s traffic engineer as to that part of the work of the 
associated companies’ traffic departments which concerns the deter- 
mination of quantities and types of central office equipment to be 
installed in the plant, the department of operation and engineering 
also maintains a close supervisory contact with the administration of 
the switchboard operating forces of the associated companies. Cir- 
cular letters on traffic operating loads and on adjustment and control 
of the number of telephone operators to be supplied in each central 
office are issued by the American Co.’s traffic engineer and sent directly 
to the traffic managers and superintendents of the associated compa- 
nies. Control of population and rate schedule forecasting throughout 
the Bell system has rested largely with the commercial engineer and 
the chief statistician of the American Co., and has been made effective 
by circulars of instruction issued to the commercial superintendents 
of the associated companies and by direct supervision and review of 
development studies for specific cities and areas made by the com- 
mercial departments of the associated companies. In addition to 
supervision and the preparation of population studies and estimates of 
the future requirements for telephone service, the work of the com- 
mercial engineer of the American Co.’s department of operation and 
engineering is concerned also with instructions to the associated 
companies’ commercial superintendents concerning the sale of service 
to the subscribers, billing and collection of subscribers’ accounts, 
and the routine financial work and records connected with the financial 
operation of the business . 60 

Associated operating companies . — The functional organization of 
associated operating companies may be illustrated by that of the New 
York Telephone Co., which is generally typical. The general depart- 
ments are as follows: Finance, legal, personnel, public relations, 
accounting, and operating. The operating department has subdivi* 


» See exhibit 2006-0, pp. 10-26, and 76-111. 
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sions for each of the geographical areas into which the associated 
company’s territory is divided, in addition to a staff organization, 
which includes a depreciation and valuation unit. These subdivisions 
for each one of the geographical areas consist of the following: Com- 
mercial department, engineering department, plant department, and 
traffic department, with the addition of a public relations and personnel 
department in the geographical areas most remote from the central 
office; that is, up-State New York and Long Island. 51 

Western Electric Co. } Inc . — The Western Electric Co. has the foY ow- 
ing administrative departments: Treasury, legal, comptroller, public 
relations, personnel, sales and installation, traffic and purchase, and 
manufacturing. Treasury, legal, and comptroller departments report 
directly to the president, while the remaining departments are classi- 
fied as the operating branch. Of these, personnel, public relations, 
sales and installation, and purchases are staff functions reporting to 
the vice president in charge of operations. The manufacturing de- 
partment reports to a vice president under the senior vice president 
in charge of operations. (See chart 8, p. 109. ) 62 

The manufacturing department is divided into a staff and line 
organization, the former consisting of the engineer of plant, the engi- 
neer of manufacture, and comptroller of manufacture, and the latter 
consisting of the five manufacturing plants, namely, the Hawthorne, 
Kearny, Point Breeze, Queensboro, and Nassau Smelting Works. 
Each works is in charge of a works manager, who reports to the vice 
president in charge of the manufacturing department. The works 
managers are responsible for all operating activities at their respective 
locations, including the ordering and obtaining of the necessary raw 
materials and the scheduling and production of finished apparatus 
in accordance with deliverv dates established by the sales department. 
They operate the tool and machine-building departments, the power 
plants, and general service facilities. They are responsible for the 
hiring and training of all works employees and for maintaining within 
the works harmonious employee relations. They originate changes 
in the rates of pay and piece-work rates. 

The engineer of manufacture is responsible for all engineering 
activities connected with the manufacture of products; the develop- 
ment of new and changed product designs; cost-reduction studies; 
improvement in manufacturing processes and equipment ; maintenance 
of product quality standards; the setting of wage incentives; and full 
supervision of manufacturing activities of new products during initial 
production. 

The comptroller of manufacture is responsible for coordinating the 
production programs in accordance with requirements furmshed 
periodically by the sales department; the issuance of instructions 
covering routines required to carry out the policies of management; 
the development of manufacturing department personnel policies and 
practices; and the supervision of preparation of expense budgets of 
the manufacturing department. 

The engineer of plant is responsible for the design, construction, 
and supervision of maintenance of all company-owned buildings and 
service systems; negotiations for all leases for rented space; provision 
of satisfactory facilities for heat, light, fresh air, drinking water, and 

See exhibit 50, p. 52; exhibit 1360-A, chart 47, p. 167; and exhibit 2096-C, pp. 60-61. 

« 8ee exhibit 50, p. 68; and exhibit 1952, pp. 29-36. 
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sanitation; and for employee safety in compliance with insurance 
regulations. 

Bell Telephone Laboratories , Inc. — The general organization of the 
Bell Telephone Laboratories consists of the following departments: 
Apparatus development, research, systems development, patent, 
general staff, protection development, transmission development, 
bureau of publication, and personnel. The research department 
carries on investigations of such matters as carbon granules for tele- 
phone transmitters^ the magnetic properties of iron and its alloys, the 
electrical characteristics of textiles for insulation purposes, laboratory 
study of speech and telephone quality. The apparatus development 
department carries on such w r ork as the study of contact metals, 
loading-coil characteristics, the design of loading coils, and tests of 
dry cells. In the systems-development department, studies are made 
of the functions of assembled units incorporated in an operating tele- 
phone system, such as manual- and dial-switching systems, systems 
for power supply, etc . 53 

Bell System Allegations Concerning Control. 54 

Before setting forth additional facts developed in this investigation 
concerning the degree and scope of control exercised by the American 
Co. management over the personnel, policies, and practices of the 
subsidiary companies constituting the Bell System, some mention 
may be made of the Bell System’s position upon the degree of control 
it exercises over its subsidiaries. 

Both the American Co. and the associated companies have contro- 
verted and attempted to refute the fact that the American Co. inter- 
feres in the internal affairs or the local management of the associated 
companies, and deny that it seeks to dominate the activities of those 
companies. Bell System counsel has argued that: 55 

No such interference or control has ever been exercised by the American Com- 
pany nor contemplated by the officers of either company. 

The distinction between the corporations is as clearly marked as to property, 
money, records, accounts, and other details of corporate affairs as if the American 
Company were not a stockholder at all. 

The corporate management of the Illinois Company is entirely separate from that 
of the American Company, nor does the latter, in fact, direct the affairs of the 
former, either by contract or interlocking directorships, or otherwise. 

The American Co., in its annual reports to stockholders, 66 has stressed 
the fact that the Bell System “operates practically as a single organiza- 
tion, M and “as one organic whole.” When statements from these 
annual reports have been introduced in evidence in cases before courts 
and State commissions on the subject of domination and control of 
the associated companies by the American Co., the Bell System com- 
panies have contested the competency of such statements as evidence 

« Soa axhibit 50, pp. 64-67: exhibit 231, pp. 1-7; and exhibit 2096-0, pp |47— 48. 

44 For examples of Bell System statements on this subject see the following: William A. Bead et al. v. 
Central Union Telephone Co. et al.. Superior Court of Cook County, 111., General No. 299689, Chancery 
(1917) final decree entered by William E. Dever; People exrel. Potter , Attorney General v. Michigan Bell 
Telephone Co., brief on behalf of Michigan Bell Telephone Co., pp. 27-28 and 44-45, Superior Court of 
Michigan, 246 Mich. 198, 224 N. W. 438, decided March 29, 1929; Chesapeake and Potomac Telephone Co. of 
Virginia v. Commonwealth of Virginia, 136 S. E. 575, Supreme Court of Appeals of Virginia, decided January 
20, 1927, brief on behalf of Chesapeake and Potomac Telephone Co., pp. 158 ff. 

u See Smith v. Illinois Bell Telephone Co., 282 U. S. 151, brief filed on behalf of the company, pp. 8, 20 
and 28. 

* See especially American Telephone & Telegraph Co. annual report for 1920. p. 7; annual report for 1928, 
p. 7; and annual report for 1935, p. 6. 
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and have asserted that such statements do not bind the associated 
companies . 67 

In an address before the Bell System educational conference in 
New York on August 18, 1924, Walter S. Gifford, now president but at 
that time executive vice president of the American Co., stated : 68 

The Bell System is made up of a number of associated telephone companies. 
In effect, you might consider it as one institution and one company. 

Briefly stated, the American Co.’s position before the public is that 
the B ell System is one unified bfg&nM&lion; while its position before 

I the’^c ourts is that the Am erican Co. and ass ociate d companies are 
dis tinctly separate, with the associated comp ani es managing their 
aff airs independently and thaTthe American Co. does not dir ect the 
affairs of the subsidiaries. This latter position of the American Co. 
is nTdlre^t contrast with the facts developed by the investigation, as 
set forth in the succeeding parts of this chapter. 

Control Over Associated Companies. 

Initial attention is given to the legal “right” of control by the parent 
company over its subsidiary operating units, the so-called associated 
companies. Subsequently, observations are made upon the manner 
and degree to which the American Co. has exercised that legal right, 
through direct selection of executive personnel of the associated com- 
panies, and through direct control over that personnel in its exercise 
of administrative functions within the associated companies. 

Voting control . — Eighty percent of all telephones in the country are 
operated by the 23 associated companies, 69 in 21 of which the American 
Co. owns or controls a majority of the outstanding voting stock. 60 
The outstanding voting stock of the Southern New England Telephone 
Co. is 33.34 percent owned, and the Cincinnati & Suburban Bell 
Telephone Co. is 29.72 percent owned by the American Co. Of the 
21 in which the stock ownership or control is a majority, 10 are 100- 
percent owned and 6 are more than 99-percent owned. The ownership 
control in the 5 remaining companies ranges from 65 percent to 83 
percent. 

The power to vote these shares has been delegated to and has 
resided completely in the president of the American Co. since August 
15, 1900, as the result of a resolution passed by the company’s execu- 
tive committee on that date. In 1925 similar powers were granted 
by the board of directors specifically to Vice President Houston and 
in 1927, following Houston’s retirement from that office, to Vice 
President Cooper. The powers so granted remain in force giving to 
President Gifford and Vice President Cooper the voting power in the 
stockholdings of all subsidiaries, apparently without further action 
by the American Co.’s board of directors or its executive committee. 
This arrangement imposes upon the two officers named the dutv of 
directly selecting the directors of 19 of the associated companies, 
which own and operate more than 70 percent of all the telephones in 
the United States . 61 

17 Pee People v. Michigan Bell Telephone Co. (246 Mich. 198, 224 N. W. 438), brief filed on behalf of the 
company, p. 60; see also Smith v. Illinois Bell Telephone Co. (282 U. S. 161), brief filed on behalf of the minoJs 
Bell Telephone Co., p. 32. 

*> From addresses, papers, and interviews. 1913-28, of Walter 8. Gifford, p. 111. 

w See ch. 6 for more complete data on the degree to which the Bell System owns or controls all telephone. 
See also exhibit 60, table 3, p. 10. 

•° For a list of associated companies and the amount of their capital stock owned by the American Co., 
see table 4, pp. 24-25, supra. 

•' See exhibit 2096-C, pp. 128-130. 
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The manner in which the American Co., as the principal stockholder, 
has exercised its prerogatives as a stockholder, in addition to the 
annual election of directors, is discussed in the following: Daraerraphs. 

Personnel } 2 — Evidence in the American Co/s files and correspond- 
ence indicates that the selection of the chief executive officer of the 
associated companies has been in the nature of a personal responsibility 
and privilege of the president of the American Co. An illustrative * 
example is afforded by the tenor of President Gifford’s statement in 
his letter to a vice president of the American Co., in which he stated, 
in part: 63 

Yesterday I asked Carter if he would come on and take Hall’s job and he is 
thinking it over. I expect him to accept. If he does, I have decided to make 
Eide president of the Ohio Bell and Carroll president of the Indiana company. 

These decisions, or “suggestions,” were carried out in every par- 
ticular before the end of the month, though accompanied with the 
required legal formality. The board of directors of the Ohio Bell 
Telephone Co. elected Eide president of their company; the board of 
directors of the Indiana Bell Telephone Co. elected Carroll president 
of their company; the board of directors of the American Co. elected 
Carter a vice president of their company, at a salary of $50,000 per 
year. 

Extensive investigation of the company’s files indicates that the 
selection of the presidents of the associated companies is, and has 
been, the rule and not the exception, not only under the direction of 
President Gifford, but also under the regime of previous presidents, 
over a period of the past three decades. 

President Thayer, predecessor to President Gifford, stated frankly 
in one instance that promotion in the telephone business was a Bell 
System matter and not an individual company matter. In this 
instance President Thayer replaced President Brown of the Southern 
Bell Telephone & Telegraph Co. by promoting Ben S. Read to that 
position from the presidency of another but smaller associated com- 

6 any. This transfer was made in the face of a strong plea by President 
irown that the Southern Co.’s next president be selected from among 
its own vice presidents. The long-continued existence of this control 
over the evolution of executive personnel of the subsidiary companies 
inevitably has resulted in a personnel which is highly sensitive to the 
desires and suggestions of the American Co. president. 

The evidence further shows that the salaries to be received by these 
associated company presidents are fully and directly within the control 
of the American Co .j The fact is established formally by vote of the 
associated company directors, but only if approved by the parent 
company, as is exemplified by a letter to President Thayer from H. T. 
Scott, chairman of the board of the Pacific Telephone & Telegraph 
Co., m which the latter, referring to action on the salary of that 
company’s president, stated: 54 

The meeting of the board of directors was held yesterday and Mr. McFarland's 
salary was unanimously made $35,000 per year. 

The only question asked was whether it would meet with your approval. That 
was assured. 

« See exhlbiTaOW-C, pp. 18-43. 

«* Letter from Gifford to Arthur W. Page, vice president of the American Co., dated April 9, 1930. 

** Letter from Scott to Thayer, dated August 2, 1923. 
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Just prior to the time Gifford was elevated from executive vice 
president to president of the American Co., he wrote W. R. McGov- 
ern, president of the Wisconsin Telephone Co., stating: M 

Replying to your note of December 12, we think the salary changes which you 
suggested and which I return herewith are consistent and proper. May I suggest 
that effective January 1, 1925, you arrange to increase your own salary from 
$24,000 to $26,000. 

President Gifford wrote C. H. Rottger, president of the Indiana 
Bell Telephone Co., saying in part: M 

There is a matter which I would bring up in person at an early meeting of your 
board but it does not seem likely that I shall be able to attend a meeting in the 
near future. I am therefore writing to ask if you will state my recommendation 
to the board that your salary be made at the rate of $25,000 a year. 

Rottger's salary was increased from $23,000 to $25,000 on the 1st 
of the month following the above recommendation. This direct 
control over executive officers’ salaries is the rule, and not the 
exception. 

Selection of directors of the majority-controlled associated com- 
panies is a legal prerogative of the American Co. and is exercised by 
those American Co. officers to whom its board of directors has dele- 
gated that authority. Messrs. Gifford and Cooper, the recipients of 
this delegated authority, exercise that prerogative in the most com- 
plete manner, as is illustrated by a representative example. Presi- 
dent Pillsbury, of the Pacific Telephone & Telegraph Co., offered 
suggestions to President Gifford upon the selection of a successor to 
the office of chairman of the executive committee of the Pacific Co. 
and to fill a vacancy in their board of directors, both resulting from 
the death of McFarland, the previous incumbent. President Pillsbury 
proposed to President Gifford that Frank B. King be elected to the 
executive committee and that Atholl McBean oe elected to the 
directorate. Gifford’s veto of President Pillsbury’s proposal is indi- 
cated by his memorandum of a telephone conversation he held with 
Pillsbury, recording his “suggestions” to Pillsbury, in part, as follows: 67 

That they abolish the position of chairman of the executive committee and, at 
the same time that the bylaws are changed in this particular, they change the 
bylaws with reference to the authority of the treasurer to designate other persons 
to sign checks. 

That Mr. Griswold be appointed to fill the vacancy on the board. 

The same day Gifford wrote Thayer stating that he had — 

* * * just talked on the telephone with Mr. Pillsbury and he will abolish 

the office of chairman of the executive committee, and put Mr. Griswold in to 
fill the vacancy on the board. 

Selection of personnel and recommendations as to salaries are not 
limited to the chief executives alone. The usual practice is for pro- 
posed promotions to be submitted to American Co. executives for 
approval and the American Co., if in agreement, replies with “full 
approval,” “approved,” or “I see no objections.” In some instances 
influence of the American Co. takes the more positive form of specific 
suggestions by its president. An illustration of such suggestions is 
contained in a letter President Thayer of the American Co. wrote to 
President Thurber of the New York Telephone Co., saying, in part: 68 

M Letter from Gifford to McGovern, dated December 17, 1924. 

*• Letter from Gifford to Rottger, dated December 3, 1926. 

• T Memorandum by Gifford, dated July 28, 1925. 

M Letter from Thayer to Thurber, dated July 30, 1923. 
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I have been giving a good deal of thought to the matter of your reorganization 
after Mr. Stewart leaves, and to my mind it shapes itself up about like this; that 
is, I offer this suggestion for you to be thinking about tins week. I am going 
away today and will not be back at the office until a week from today, and that 
will give plenty of time for you to think it over and then we can discuss it. 

The suggestion is, that your organization chart should be about like this: 

J. A. Stewart, first vice president — on leave of absence. 

J. S. McCulloh, vice president — and reporting to him: Mr. Woodbury; Mr. 
Sylvan; and the work that he is already doing on publicity and commercial policy; 
but letting the routine part of the commercial organization which, as I assume, is 
the part reporting to Mr. Welch, go to the general manager. 

Another suggestion would be in the line of good organization, but whether 
now is the time to do it is a question, and that would be to let the accounting 
and financial work be combined under a vioe president, who, I presume, would 
be Mr. Huntington, so that there would be reporting to you actively: 

Mr. McCulloh, Mr. Huntington, the secretary and the general counsel, as 
well as the general manager; and that you make Mr. Cooper general manager 
instead of chief engineer. 

What I have in mind is this: Two very important things to which a president 
should give his attention and support are the study and establishment of public 
relations and personnel relations. In the New York Co. something has been 
done on personnel relations and more on public relations. Before committing 
ourselves to your successor, I would like an opportunity to see what can be added 
along those lines, and particularly on personnel relations, by the man you have 
in mind. 

J. S. McCulloh, who was then a vice president of the New York 
Co., became operating vice president 2 weeks after the date of Presi- 
dent Thayer’s letter — on Augfist 16, 1923. Slightly over a year 
thereafter, on September 24, 1924, he was made president of New 
York Telephone Co. It would appear that Mr. McCulloh was given 
a trial period as operating vice president in order that President 
Thayer might determine his capabilities along the lines of public 
relations and personnel relations before committing himself to his 
appointment as president of the New York Telephone Co. Mr. 
McCulloh continued in his capacity as president of the New York 
Co. until 1933, and he is at the present time chairman of the executive 
committee of the New York Co. 

The interest of American Co. executives in the personnel of its 
associated companies extends well down into the organization of 
subordinates. In the office of the American Co. president are the 
personnel records of all Bell System subordinate officials having 
salaries above $7,500. In the comptroller’s office is a further record 
of all Bell System employees receiving from $3,600 to $7,500 per year. 

The American Co.’s counsel and influence over public and company 
personnel relations extends to definite suggestions on the literature 
for distribution to employees, as indicated by Gifford’s letter to all 
associated company presidents, stating: 00 

P In accordance with the discussion at the Yama conference we are having 
prepared brief and simple explanations of certain matters upon which we are 
attacked, such as the Western Electric Co. relationship, the 4Ji percent contract, 
and the 9 percent dividend. 

It was suggested that such articles be used for talks with employees and possibly 
should be distributed to all employees. We are sending herewith the manuscript 
of the first of these papers, and will be glad to get your comments. If it seems 
available to you as it stands, there is no reason why you should not make im- 
mediate use of it, through employee associations and such other means as you 
have available. 

** Letter from Giflord to the presidents of the associated companies, dated June 25, 1924. See exhibit- 
3006-C. pp. 108-110. 
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Comments received from the companies caused no change in the 
literature as prepared by the American Co. In transmitting these 
papers to the subsidiaries, the American Co. warned against the 
danger that this unified effort to educate Bell System employees 
might be “interpreted as a Nation-wide campaign on the part of the 
Bell System to defend itself/’ and suggested that the literature be 
used merely as background and that the associated company “adopt 
its own plan in getting the ideas set forth in the articles understood 
by the employee.” 

Finances .™ — The associated companies are required to submit 
annually to the American Co. for its approval their “provisional 
estimates” which include construction budgets, and are required to 
secure the needed funds from the American Co. in the form of advances 
or obtain them from sources and in amounts approved by the American 
Co. The operation and engineering department of the American Co. 
advises the associated companies in detail on the preparation and 
constitution of these estimates. 

These advances of funds by the American Co. in many instances 
are subsequently liquidated by stocks issued by the subdidiary com- 
pany, or through sale of its bonds to the public. It is evident that 
the associated companies, when issuing securities, act directly under 
the instructions of the president of the American Co. Under these 
circumstances the American Co. may decide the time and manner of 
issuance of stock to liquidate advances of funds from the parent 
company so that the interests of the American Co. rather than of 
the operating company, may best be served. Illustrating the parent 
company’s control over subsidiary company finance is Gifford’s 
memorandum to E. S. Bloom, then vice president of the American 
Co., in which Gifford states : 71 

I have been considering your suggestion of July 20 for the future financing of 
the Indiana BeU Telephone Co. If the rate hearings should result, as you hope, 
in the approval of rates which would be sufficient to place the common stock on 
a 5-percent basis, on account of the present deficit of the Indiana Bell Co., it is 
apparent that dividends cannot be paid until 1924 at the earliest and possibly 
not until 1925. Any further investment therefore in the stock of the Indiana Bell 
or any conversion of their debt into stock will result in the American Co. foregoing 
any return on its investment in such stock for the next 2 years. 

In view of this situation, would it not be better to continue, for the present, 
financing the Indiana Bell by advances from this company. In this way we will at 
least get the interest on such advances. We can then take up at some future 
date the question of increasing the capital stock as you suggest. 

Advances of funds to the associated companies are authorized only 
provided the subsidiary company’s annual financial program is ap- 
proved by the American Co.’s executive committee. Legal formalities 
are observed meticulously in detailed instructions to the subsidiaries 
on the form of resolutions to be passed by their board of directors 
covering request for these approved amounts. The evidence is clear 
that the officials of the associated companies are responsible directly 
to the American Co. for the expenditures which they desire to make. 

Control over the subsidiaries apparently extends to situations in 
which the American Co. officials sign correspondence and agreements 
in the name of the officials of the subsidiary companies, as illustrated 
by a letter to President Belt of the Northwestern Bell Telephone Co. 


to See exhibit 2096-C, pp. 63-78. 

Letter from Gifford to Bloom, dated Aug. 8, 1922. 
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concerning the sale of $30,000,000 of its bonds to J. P. Morgan & 
Co., in which Mr. Gifford stated: 72 

I enclose herewith letter from J. P. M. A Co. [J. P. Morgan A Co.] of January 8, 
together with a reply thereto which I signed in your name. These, of course, 
should be kept in your official files. 

At your convenience will you please send me a letter addressed to J. P. M. A Co. 
identical with the carbon attached hereto, signed by yourself, which I will then 
substitute for the letter that they have on file in order that their records may 
show that you personally have confirmed the understanding. This is, of course 
not absolutely necessary as I was authorized by you to sign your name to the 
other letter. 

In a later letter concerning the same transaction Mr. Gifford 
advised President Belt as follows: 

I enclose herewith a printed copy of your descriptive letter addressed to J. P* 
Morgan A Co. dated January 7. I signed this in your name, and at your con- 
venience I wish you would have it written on your letterhead and signed by you 
and sent on to me for transmittal to J. P. Morgan A Co. This is so that tneir 
files and records may be in shape. 

As sole or principal stockholder of the subsidiary companies the 
American Co. naturally exercises supervision which amounts to control 
over the payment or passing of dividends, and the amount of dividend 
to be declared. The American Co. also maintains control and super- 
vision over the purchase of independent or connecting companies, 
and over the purchase price to be paid by the associated companies. 

Administration , 73 — The previous section has shown that the presi- 
dent of the American Co. not only exercises its legal power to control 
associated companies through election of their directors but, in addi- 
tion to the exercise of this power, the executive officers of the American 
Co. also exercise direct control over the selection, election, and re- 
muneration of associated company presidents and other executive 
officers, and indicate the administrative organization under which the 
associated company shall operate. The American Co. executives' 
long-continued exercise of control over the promotion and salary 
increases of administrative officers in the subsidiary companies gradu- 
ally has built up a Bell Svstem personnel constituting a Nation-wide 
administrative staff whicn is highly responsive to all suggestions on 
policies or practices emanating from those officers who hold and 
directly exercise over them the prerogatives of promotion and re- 
muneration. It has followed as a logical consequence that the influ- 
ence of the American Co. executives upon actual details of administra- 
tion within the associated companies, may be carried to any degree 
considered desirable by the holding company management. 

An outstanding observation on the nature and scope of the American 
Co.'s influence over associated companies is that the details of policy 
and practice in each of the major fields of associated company activity 
are under constant study by those departments of the American Co. 
which are organized in each of the several functions or fields of Bell 
System activity, and exert their authority through direct contact 
with the respective functional departments within the associated 
company without the necessity of clearing their detailed suggestions 
through the executive officers of the subsidiary companies. The 
American Co. president, with his executive committee, selects the 
personnel and sets the salaries for those responsible for administration 
of the subsidiary companies, and also directly supervises their finances. 


™ Letter from Gifford to Belt, dated Jar. 8, 1921. 
™ See exhibit 2098-0. pp. 60-88. 
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These same American Co. executives naturally exercise absolute 
control in the policies and objectives of the functional departments of 
their own organization, the holding company. These departments 
of the holding company, in turn, consult directly with the respective 
departments m each of the associated companies and offer suggestions 
on the more detailed policies in each individual field through corre- 
spondence, circulars, bulletins, field visits, communication by tele- 
phone and by individual or group conferences attended by representa- 
tives of the associated companies and the parent company. On 
account of the source of the “suggestions” they amount to orders 
controlling the detailed policies. The functional nature of these 
group conferences is indicated by the following list of titles of the 
more important subjects covered: 

Presidents’ conferences. 

Operating vice presidents* and general managers’ conferences. 

Public relations conferences. 

Rate conferences. 

Legal conferences. 

Management conferences. 

Chief engineers’ and plant superintendents’ conferences. 

Engineers’ conferences. 

General commercial conferences. 

General plant engineers’ conferences. 

Operating conferences. 

Personnel conferences. 

Plant engineering conferences. 

The functional organization of the holding company is made 
effective in controlling associated company policy and practices, in 
their several functional areas, through this direct influence of the 
several American Co. functional departments upon the activities of 
the respective departments in the associated companies. This direct 
control by the parent company over subordinate departments of the 
associated companies, and the extent to which this control has been 
exercised, is indicated by an objection made by President Nims of 
the Southwestern Bell Telephone Co. at one of the annual conferences 
of associated companies’ presidents, in which Nims, acting as spokes- 
man for the associated companies, voiced the following mild objection 
concerning these conferences of American Co. personnel with sub- 
ordinate employees of the associated companies: 7 * 

Instructions received by subordinates to the presidents of associated companies 
are sometimes put into effect without consulting their superior officers. There are 
perhaps too many conferences and it would be better if more A. T. & T. men visited 
the field. (Suggestion was made by one associated company president that he 
took care of the matter by having the people see him immediately when they 
returned from conferences and outline results to him.) 

The remedy suggested was stated to be: 

It might be possible to send a statement of the main things accomplished at 
conferences to the presidents of associated companies. 

The remedy did not suggest that associated company departments 
be more directly controlled by their own presidents, but merely that 
those presidents be informed of the things “accomplished” by their 
subordinates, in conference with representatives of the American Co. 

Control over the associated companies’ plant construction program 
does not end with control over the total budget to be expended in such 
plant, but reaches into details of the type of equipment installed as 

r < Discussion by Nims as recorded in a document entitled “Yama Farms Conference,** June 4 to 0 (1921) 
from the files of President Gifford. 
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well as the methods of operating and maintaining the equipment after 
its installation. Control over the ultimate details of the associated 
companies' telephone plant construction, operation, and maintenance 
is established through direct training of the associated company per- 
sonnel and the direction of that personnel by American Co. general 
departments through the media of memoranda, circulars, and letters 
transmitted from the latter’s operation and engineering department 
directly to the associated company operating departments, where 
they reach the hands of individual members of the operating and 
maintenance personnel of the operating companies. 

Uniformity in and influence over the training of this operating staff 
is advanced by courses of instruction and lectures delivered by 
American Co. instructors to associated company employees brought 
from all parts of the Bell System. These courses, covering from a few 
days to 3 or 4 months each, are carried on both at New York and in the 
field, and are divided into three main groups— “plant," “traffic," 
and “commercial" courses. These three activities concern, respec- 
tively, the type, construction, and maintenance of plant, the adminis- 
tration, operation, and personnel problems connected with use of the 
plant in delivering telephone service; and finally the sale of that 
service, including billing and collecting of accounts, as well as the 
study and forecast of probable increase or decrease in the volume of 
service sold, based upon studies of population and urban growth. 

A brief summary of the number of these courses, and the equivalent 
days of instruction involved, indicates the scope of this direct training 
by American Co. personnel. The summary, covering the period 
1929 to 1935, inclusive, is contained in the following tabulation: 


Activity 

Number of 
courses 

Instruction 
time in days 

Number of 
students 

Students’ 
time in days 

Plant 

36 

418 

829 

7, 104 

Traffic 

78 

730 

1,166 1 

9; 284 

Commercial 

206 

1, 188 

2,300 

13,838 

Total 

320 

2,345 

4,295 

30,226 



Source: Exhibit 2006-Q, pp. 16-18. 


This personnel instruction is reinforced by a considerable volume 
of written instructions in the form of circulars, memoranda, and 
letters which are kept up-to-date by reissues as changes in methods or 
practices become desirable. The volume of this instruction is indi- 
cated by the following summary of various types of these letters and 
circulars, over the period 1929 to 1935: 

Table 28. — Numbers of American Telephone & Telegraph Co. engineering, plant , 
and traffic circulars (192.9-35) 


Number of pages, etc. 


Type of instruction 

Number 
of items 

Letter 

pages 

Bulletin 

pages 

Photo- 
stats and 
prints 

Total 

Traffic letters - 

218 

418 

899 

135 

1,452 

Traffic circulars . - - - 

103 

234 

4,210 

283 

4, 727 

Plant engineering circulars . . - - 

353 

1,067 

4, 103 

725 

5,895 

Plant engineering letters 

1,543 

3, 378 

4,517 

1,807 

9, 702 

Plant engineering memoranda 

622 

1,217 

632 

549 

2,398 

Plant operating circulars - - - - 

48 

114 

384 

94 

592 

Plant operating letters. 

365 

637 

1,843 

142 

2, 622 

Total 

3, 252 

7,065 

16,588 

3, 735 

27,388 


Source: Exhibit 2096-G, p. 44. 
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These instructions, couched in the form of “information" and “sug- 
gestions," result in a high degree of uniformity in plant and in opera- 
tion methods and practices, under the control of the American Co., 
which prepares and issues them. 

Rate policy . 76 — The American Co. takes a hand in local rate matters 


to a greater degree than is generally apparent to local regulatoiy 
commissions, and to a greater extent than appears consistent with the 
local nature of the problem. In the determination of specific rate 
schedules, in the conduct of rate cases, and in the publicity campaigns 
attending rate cases, not only does the American Co. exercise a 
dominating influence, but in all important decisions or aspects of 
local rate cases between State commissions and associated companies 
v' the latter must obtain the approval of the American Co.’s legal staff. 
At one time Vice President bloom, of the American Co. indicated 

I iarticular reasons for this unifying control of the American Co. over 
ocal rates in a letter to all presidents of associated companies, in which 
he stated: 78 

As you know, we are facing a possible investigation by the Interstate Commerce 
Commission as the result of the complaint filed by former Mayor Curley of 
Boston following the decision of the Massachusetts Commission in the Massa- 
chusetts Rate Case last summer. There is also the possibility of a congressional 
investigation due principally to the activities of a New York Congressman. For 
this reason, we think it important that proposed rate adjustments should be very 
carefully considered from the standpoint of possible unfavorable reactions in 
Washington; for example, a rate adjustment in some relatively small community 
might stir up the local Congressman to take an attitude unfavorable to us when 
he might otherwise remain neutral. 

I would therefore suggest that you advise me at an early date as to each specific 
rate adjustment which you propose to initiate within the next 6 months, showing 
briefly the present and proposed rates for the main classes of service, i. e., busi- 
ness, residence, extension, private branch exchange switchboards, trunks and 
stations, and the dates you propose to take action; also a general statement as 
to the chances of putting through a rate adjustment without unfavorable reactions. 

Upon receipt of your reply, we will consider the same in connection with replies 
from other associated companies and advise you further in the matter. In the 
meantime, it might be just as well to defer taking definite action in new cases. 

Implications of considerable importance are contained in this 
communication. The clear impression is left that rate policies, in 
f t heir broader aspects, "are founded upon political rather than up on' 
en gineering costfi H service eop si derations! The quite apparent 
I intention to increase only those rates wJtuch can T>e changed, without 
1 ca using political unrest, is furt her indi cate d b y PresideiitrT hayer’s 
\ statement Chat as far asHTe American Co. was concerned, it did not 
\ concern itself with the form by which the American Co.’s earnings 
\ were obtained, but that 77 — 

Y * * the whole point is that in some way the revenues should come in so as 

to make the earnings of not less than 10 percent on the American Telephone dc 
Telegraph Co.’s stock. That way should be the way which is the least burden 
upon the public and the way which is the most satisfactory to the State commis- 
sions, but it is a matter that we cannot submit to the commissions to decide. 

The degree of detailed supervision by the American Co. over asso- 
ciated company rate activities is indicated by the following example 
in which President Cooper, of the Ohio Bell Telephone Co., wrote 
Vice President Bloom, of the American Co., asking a series of num- 
bered, specific questions on such details as: 78 

” See exhibit 2096-C, pp. 90-106. 

7 * Letter from Bloom to the presidents of all associated companies, dated January 12, 1926. 

77 Folder entitled “Conference of Executives, 81 (1919)“ from Thayer's flies. See exhibit 2096-0, p. 11. 

71 Abstracted from a letter in reply to these questions, written by Bloom to Cooper, dated June 21, 1926. 
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1. Shall the Ohio Co. proceed in an effort to obtain increased rates in the Cantoifc 
area? 

2. Shall the Ohio Co. proceed with filing of individual exchange rate schedules?" 

3. Shall the Ohio Co. proceed, in an anticipated Federal court action, on a. 
company-wide basis, or on a more local basis involving 32 specified exchanges? 

Vice President Bloom, of the American Co. gave President Cooper, 
of the Ohio Co. a set of full and definite answers to each of the detailed 
rate questions posed by the latter. That these are not sporadic and 
isolated examples is demonstrated by the continuance of similar 
correspondence, in subsequent years, showing American Co. control 
over rate policies of the associated companies. This control and 
advisory counsel applies also in the campaign of publicity preceding 
and during rate cases by Vice President Page and on the actual con- 
duct of the rate cases, by General Counsel Bracelen, of the American 
Co. 

Annual stockholders ’ reports , 79 — Finally, the evidence indicates 
that it is the practice of the associated companies to submit to tbe 
American Co., for approval, drafts of their annual stockholders*' 
report before they are issued for public perusal. Considering the 
legal formalities involved this is, in effect, a situation in which the 
stockholder suggests to the directors of his company the content of the 
report to himself on the manner in which his directors have discharged 
their responsibility as his sole agent in the conduct of his business. 
Tbe apparent anomaly epitomizes the difference between the rights 
usually exercised by the stockholder to control the company through 
the annual election of directors and the degree of actual control 
exercised by the American Co. over the detailed administration of its 
subsidiaries. 

Control Over Western Electric Co. 

The American Cq. owns over 99 percent of the voting stock of 
Western Electric Co., consequently making the latter subject to the 
influence of the American Co. in the same degree and through the 
same methods indicated in the previous section as exercised over the 
majority-owned associated companies. The functional organization 
of the manufacturing subsidiary differs from that of the telephone 
operating subsidiaries, for obvious reasons. Consequently, it is not 
controlled, department by department, by the corresponding functional 
units of the parent company. The degree of the American Co.’s 
control over its manufacturing subsidiary is illustrated by the fact 
that it functions almost solely as a physical production machine, with 
external control by the parent company over the exact specifications 
of its products, including the determination of the types and quantities 
it shall produce. The manufacturing company does not even decide, 
utlimately, the price at which its products shall be sold. In addition, 
as the manufacturing unit of a closely integrated telephone system, its 
sales are confined largely to the other Bell System subsidiaries whose 
purchases are subject to the American Co.’s controlling influence^ 
The degree of influence of the American Co. over type, amount, and 
sales of Western Electric’s manufactured products will be considered 
under each subject separately. 

Product specifications .®° — The electrical, mechanical, and other 
technical specifications of new telephone equipment or apparatus are 

» See exhibit 2096-C, pp. 110-117. 

» See exhibit 50, p. 58. 
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determined by the Bell Telephone Laboratories, another Bell System 
subsidiary, and Western’s manufacturing specifications are required 
to conform to the laboratory specifications within definitely stated 
limits of accuracy. Continuous programs of inspection surveys are 
conducted under the direction of the Laboratories to assure that both 
the methods of manufacture and the products of manufacture are in 
accordance with the basic engineering specifications originally estab- 
lished by the Laboratories. 

Manufacturing authorizations } 1 — The total amount of each type of 
product to be manufactured is determined by manufacturing authori- 
zations, over which the American Co. exerts such control as it consid- 
ers expedient. The number of separate items manufactured runs into 
thousands, many of which are unimportant in total value and quantity 
or have been produced and sold in relatively uniform quantities over 
many years. On these items the American Co. gives no detailed 
directions, for obvious reasons However, in manufacturing authori- 
zations covering expensive products, or those requiring expensive 
tooling preparations, the control rests directly and completely in the 
hands of the American Co. executives. An example of its exercise 
of this author ity is afforded in the instance of the extremely significant 
order for the Western Electric Co. to equip itself with the necessary 
tools for the production of a specific quantity of panel dial machine- 
switching central office equipment. At a conference attended by 
Thayer, the president, and other representatives of the Western Elec- 
tric Co., Thayer, who was then also a vice president of the American 
Co., issued the following: 82 

Hawthorne shall proceed with the manufacture of tools for full mechanical 
equipment for the production of 35,000 lines of equipment per year, which tools 
are to be completed by January 1, 1919. 

It is not deemed advisable to manufacture any additional tools for manual 
equipment to be used with automatic equipment until more is known of the de- 
mands for manual equipment, it being thought that there will be sufficient reduc- 
tion in this demand to permit of caring for the manual equipment which is to 
accompany the full mechanical. Hawthorne is authorized to proceed w T ith the 
manufacture of apparatus to the extent of 35,000 lines. The quantities and types 
of this apparatus, both manual and mechanical, are to be based on list dated 
September 3, 1918, compiled by the engineers, and known as list No. 5, which is 
already in the hands of the general merchandise department at Hawthorne and 
will be turned over to the shop immediately. 

The tenor, as well as the content, of these specific and detailed in- 
structions leaves no doubt as to the completeness of the American 
Co.’s direct control over Western’s manufacturing activities. The 
program thus instituted under the direct authorization and control 
of the American Co. resulted in the expenditure, in 25 cities, of more 
than a third of a billion dollars for this equipment. The ultimate 
and direct responsibility for this manufacturing program rested with 
the American Co. officials and not with the Western Electric Co., 
which acted only as the organization for manufacture and assembly 
of the desired equipment under direct control of its parent company’s 
executives. 

Market for Western Electric’s 'products , 83 — Another aspect in which 
the Western Electric differs completely from the conception of an 
independent, autonomous manufacturing companv is its complete 
lack of control over the market for its product. About 90 percent of 


“ See exhibit 2096-G, pp. 26-31. 

* From American Co.’s department of development and research file No. 164, vol. XX, p. 37®. 
« See exhibit 2096-Q, pp. 31-45. 
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it a production is purchased by the associated companies, whose 
methods, equipment, and plant specifications are controlled by the 
American Co. Manufacturing companies which actually are au- 
tonomous and independent in their operations generally concentrate 
on their sales activities and market as a most important factor in 
their activities, for any failure to hold the market has fatal con- 
sequences. The strenuous competitive efforts of independent manu- 
facturers, in the desire to hold their customers, is one of the vital 
forces resulting in progressive development of new products and in a 
high efficiency and economy in the manufacturing activity. This 
vital field of independent manufacturers' management policy simply 
does not exist in the Western Electric. Its market is controlled for 
it by the American Co. In demonstrating this position of Western 
Electric Co. as an advantage, President Bloom has stated : 84 

The Western Electric Co. has certain important advantages over other tele- 
phone companies * * * there is no sales expense. The mere recommenda- 

tion of the American Telephone & Telegraph Co., and the laboratories, and our- 
selves as a whole, after a device has been established, is all that is necessary. We 
do not have to go out and promote it. 

In the face of this condition any independent action on the part of 
Western Electric, as a self-contained manufacturing company, is 
impossible. Considered in relation to the fact that the American 
Co. controls both the type and quantity of items it shall produce, it 
sharply differentiates the Western Electric Co. from the field of in- 
dependent manufacturing companies and reveals it to be only the 
production department of the system of integrated corporations con- 
trolled by the American Co. 

Control Over Bell Telephone Laboratories. 

The purely nominal status of this subsidiaiy was indicated by 
President Gifford in a memorandum announcing its organization, 
stating: 86 

It is planned to organize a new company to be known by some such name as 
the Bell Telephone Laboratories, Inc., for the purpose of carrying on the con- 
tinuous program of research and development necessary to the progress of the 
Bell Telephone System. It will consolidate all the work of the present depart- 
ment of development and research of American Telephone & Telegraph Co. and 
the development and research activities now conducted by the Western Electric 
Co. 

The board of directors will be made up of officers of the American Telephone 
Ac Telegraph Co. and the Western Electric Co. 

Mr. J. J. Carty will be chairman of the board of directors in connection with 
his duties as vice president of the American Telephone & Telegraph Co.; Mr. 
F. B. Jewett, vice president in charge of the telephone department of the Western 
Electric Co., will be president of the new research company and its operating 
executive; E. B. Craft, chief engineer of the Western Electric Co., E. H. Colpitts, 
assistant vice president of the American Telephone & Telegraph Co., and E. P. 
Clifford, commercial manager of the Western Electric Co/s engineering depart- 
ment, will be vice presidents of the new company. 

While the details of the new organization have not been finally worked out, the 
new company will in general perform all the development and research functions 
hitherto performed by the component departments which are consolidated in it. 

The management personnel of this subsidiary was planned to be, 
and did become, constituted of employees taken from the American 
Co. and its subsidiary, the Western Electric Co. The Laboratories , 

* Lindheimer v. IUinoit Bell Telephone Co., 292 U. S. 151, Transcript of Record, vol. I, p. 412. 

** Memorandum by Gifford, dated September 19, 1924, entitled 44 Organization Change Planned to be 
Effective on or before January 1, 1925.” Also see exhibit 231, appendix 1. 
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chief executive officer, John J. Carty, later succeeded by Prank B. 
Jewett^ continued as vice president of the American Co., subject to 
the jurisdiction of the parent company's president. 

The American Co.'s own impression of the degree of control it 
exercises over its subsidiary companies is stated rather concisely in 
the following instance. The general information manager of the 
Southern New England Telephone Co. wrote Assistant Vice President 
W. P. Banning, of the American Co., stating, in part: 

During discussions of general information subjects by employee groups the 
question has been raised as to why the Bell Laboratories should not be operated 

a department of the American Telephone & Telegraph Co., as is the long lines 
department. They have also questioned the advantage or necessity for separate 
corporations such as the 195 Broadway Corporation and the Bell Securities 
Corporation. 

We feel that our answers may be somewhat inadequate and would appreciate 
your comment and any desirable amplification. * * * 

The American Co. vice president replied, giving the reasons for 
separate incorporation of the several activities, including the Labora- 
tories. The concluding paragraph of this letter frankly admitted the 
subservient position of the several American Co. subsidiaries, stating: 86 

While it has been advantageous to have the work done by a separate company, 
as a matter of practical operation the Securities Co. has in effect represented the 
investment security department of the American Telephone & Telegraph Co. and 
the Bell System, just as the Western Electric Co. has represented the manufac- 
turing department, and the Bell Telephone Laboratories the research and develop- 
ment department. 

Summary. 

Observation of the Bell System in operation shows that manage- 
ment control is concentrated in the parent company, the American 
Co. A description of most of its subsidiaries as autonomous cor- 
porations is only justified in the strict legal sense, for they function 
simply as parts of an integrated corporate system completely and 
directly controlled by the holding company officers. Many of the 
corporations constituting the Bell System are the result of the statu- 
tory requirements of the various States. 

It follows that responsibility for Bell System policies and their 
results rests, initially at least, with the executive officers of the 
American Co. These executives have continued in possession of that 
responsibility, practically as a self-perpetuating group, since the 
company's management was changed in 1907, under the influence of 
certain investment bankers. 

* Letter dated January 30, 1936. See exhibit 260, p. 16 
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CHAPTER 5 

ELIMINATION OF COMPETITION 

In connection with the competition encountered by the Bell Sys- 
tem in its efforts to monopolize the telephone-communications field 
in the United States, and in which efforts it was eventually successful 
in practically all instances, the Bell System considered all efforts of 
the independent telephone companies as competitive, whether they 
competed directly by installing duplicate facilities and furnishing 
telephone services in the same territories served by the Bell com- 
panies, or entered the field in territories not yet reached by the Bell 
companies, in which case they would interfere with the eventual estab- 
lishment by the Bell System of an interdependent telephone system 
for supplying the Nation-wide local and long-distance telephone serv- 
ice throughout the United States. The history of telephony in the 
United States, with respect to relations between the Bell System and 
the independents, may be divided into five general periods: (1) Com- 

E etition of Western Union, which ended with the contract of Novem- 
er 10, 1879; (2) the early period of monopoly from 1879 to 1894; 
(3) the period of competition beginning with the expiration of the 
basic Bell patents in 1893 and 1894 and continuing until 1913; (4) anti- 
trust-law enforcement during the period 1913 to 1921 ; and (5) relations 
from 1921 to the present. 

Early Competition of Western Union. 

In 1877 the Western Union Telegraph Co., fearing the loss of its 
local telegraph business to the new telephone industiy due to the com- 
petitive potentialities of the new type of communication, organized 
the American Speaking Telephone Co. as a subsidiary to its Gold & 
Stock Telegraph Co., and began the development of telephone ex- 
changes throughout the country. In some cities it entered into direct 
competition with Bell licensees. In others, it purchased a controlling 
interest in the existing Bell exchange. New exchanges were oiganized 
in the Middle West through the Western Electric Manufacturing Co., 
which was controlled by the Western Union. The telephone ex- 
changes controlled bv the Western Union operated under the patents 
of Elisha Gray and Thomas A. Edison through license contracts. The 
Western Union extended to its licensees the financial backing necessary 
to encourage the growth of the business. 

In 1878, litigation was pending between the Western Union inter- 
ests, involving the priority and validity of the telephone patents of 
each group. This litigation was terminated by agreement on Novem- 
ber 10, 1879. Under the terms of the agreement the Western Union 
admitted the validity of the Bell patents, agreed to withdraw from 
the telephone field, and to permit the Bell Co. to use all patents owned 
by it in the field of telephony. This license was exclusive and was to 
be effective for a period of 17 years, during which time the Western 
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Union agreed to pay 20 percent of the cost of any new telephone 
patents developed or acquired by the Bell Co., and was to receive 20 

E ercent of the rentals or royalties received by the Bell Co. for the use 
y its licensees of telephone instruments. 1 In addition, the Bell Co. 
agreed to purchase the Western Union's telephone system, and to 
keep out of the public telegraph-message business. This latter was 
the chief concern of the Western Union during the period of negotia- 
tions. Payments by the Bell interests to Western Union representing 
royalties under the provisions of this agreement were substantial, 
bemg approximately $7,000,000 oyer the period from 1879 to 1896. 

The precise reasons for the capitulation of Western Union to the 
Bell System group have never been stated authoritatively. The ac- 
quisition by the Bell System of the newly invented Blake transmitter, 
tne superiority of which deprived Western Union licensees of the ad- 
vantages they had enjoyed with the Edison transmitter, may have 
been an important factor. It appears possible from information con- 
tained in financial publications of the period that the struggle between 
competing groups of investment capital representatives for exclusive 
control of the mo^t promising fields of investments, which included 
electrical communications, may have had an important bearing on 
Western Union's actions. The scope and character of this conflict 
of interests for control of portions of the electrical communications 
business, as summarized by the investigation staff from various avail- 
able sources, are set forth in the following paragraphs. 

During the period 1878-80, the Vanderbilts, William H. and Cor- 
nelius, in addition to large holdings in the railroad field, owned con- 
trolling stock in the Western Union. The generous profits in the 
Western Union's national telegraph monopoly attracted competition, 
the most effective of which was furnished by two companies owned 
by Jay Gould, the Atlantic & Pacific Telegraph Co., and the American 
Union Telegraph Co. The Atlantic & Pacific Co. was organized in 
18G5, and by the early 1870's had a transcontinental fine pieced 
together between New York and San Francisco, using the Union 
Pacific right-of-way over a considerable part of the distance. It was 

? repared to capitalize its nuisance value by selling out to Western 
Tnion, but the panic of 1873 temporarily hampered the latter, and 
the offer was refused. The Atlantic & Pacific Co. thereupon fell 
under the influence of the Union Pacific Railroad, which was con- 
trolled by Jay Gould. In 1874 Gould induced T. T. Eckert to leave 
the Western Union for the purpose of building the Atlantic & Pacific 
Co. into a real competitor of the Western Union. By 1877 it had 
been built into a system comprising 35,000 miles of wire. The Western 
Union, recognizing the growing power of its strong competitor, the 
Atlantic & Pacific Co., purchased that company late in 1877, paying 
both in cash and in shares of Western Union stock. 

Having purchased the Gould competitor in the telegraphic field, 
the Western Union, late in 1877, turned to the problem of potential 
competition with the Bell Telephone System, and as heretofore 
stated, had established itself in a strong competitive position in the 
telephone field in 1878. It appeared that the suit brought by Bell 

1 Suit was instituted in 1883 by Western Union on this phase of the contract for its share of the licensees* 
stocks received by the Bell companies under the permanent license contracts. The suit was finally settled 
in 1913 through payment by the American Co. to Western Union of $5,279,217, of which $1,700,000 was paid 
In lieu of surrendering some 20.000 shares of stock of the associated companies, and the balance covered prin- 
cipally dividends relating to the shares awarded to Western Union and interest to date of settlement. See 
Western Union Telegraph Co. v. American Bell Telephone Co., 185 Fed. 425, and exhibit 1362- A, pp. 32-50. 
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against Dowd and the Western Union would be a long-drawn-out legal 
battle over patents. However, on May 15, 1879, 8 months after Bell 
brought suit against Western Union, Gould launched another attack 
upon Western Union in the telegraph field by the organization of the 
American Union Telegraph Co. With the aid of able stock-market 
manipulators, and through the columns of his “New York World / 1 
Gould attacked the credit of the Western Union and drove its stock 
quotations down. Apparently, he availed himself of every con- 
ceivable weakness of the telegraph company’s position, one of which 
was its pending suit with the Bell Telephone Co . 2 Gould also began 
buying telephone exchanges, operating under Bell licenses, with an 
implied threat to throw his financial support behind the telephone’s 
competitive threat to Western Union’s telegraph monopoly. The 
Bell suit had been filed on September 12, 1878. Gould’s American 
Union Telegraph Co. was organized on May 15, 1879. Within 15 
days after the organization of the latter company. Western Union 
approached Bell with a compromise, which resulted in the settlement 
oi November 10, 1879. Apparently, Gould’s threat to use the tele- 
phone as a competitive threat to Western Union’s telegraph monopoly, 
together with his frontal attack upon the Western Union through the 
organization of the American Union Telegraph Co., hastened the 
Western Union’s decision to protect its telegraph monopoly by with- 
drawing from the telephone field and securing a promise from the 
Bell Co. to refrain from all competition in the telegraphic field . 8 

The Early Period of Monopoly. 

The Bell System was not without opposition, even with the retire- 
ment of Western Union from the telephone field. As soon as the 
Bell patent was granted in 1876 a host of rival companies sprang up 
all over the country. When the existence of competition became 
known, suits for infringement of Bell patents were fried. From the 
fall of 1877, when the first suit was filed, until 1893, when the original 
Bell patent expired, over 600 suits were brought. For the most 
part, this competition was eliminated as soon as suit was brought, 
since many of the defendants promptly went out of business. Only 
a small number of suits were prosecuted to final hearing. Only 5 of 
the 600 cases reached a hearing in the United States Supreme Court. 
The most important of these suits were the following: Dolbear v. 
American Bell Telephone Co .; Molecular Telephone Co . v. American 
Bell Telephone Co .; Clay Commercial Telephone Co . v. American Bell 
Telephone Co .; and Overland Telephone Co. v. American Bell. These 
suits were combined, for purposes of hearing, with others, and an 
opinion rendered on March 19, 1888/ in which, by a 4 to 3 decision, 
the United States Supreme Court upheld the Bell patents in their 
entirety. Several Government suits were brought against the Bell 
between 1885 and 1894, alleging, among other things, that Bell was 

* For a later frank admission, by counsel for a Bell licensee, of the decisive superiority of the Western 
Union over Bell in 1879, see exhibit 2096-F, ch. 2, p. 25. In Postal Telegraph- Cable Co. v. Delaware & At- 
lantic Telegraph and Telephone Co., counsel for defendant stated that “both companies (Bell and Western 
Union) were then in the field at all important points, and in the competition that must have followed, it was 
obvious that the Bell Co. would ally itself with whatever telegraph company could be enlisted against 
the Western Union." Vail also made the following significant statement (in 1901), concerning this 1879 
competition: "The original Bell Co., in spite of the wealth, prestige, position, and power of the Western 
Union at that time, and without any aid from the patent holding, succeeded in getting possession of the 
telephonic field." (Letter from Vail to Crane, president’s file No. 18348.) 

* Despite this strategy on behalf of Western Union in agreeing to the Bell settlement on Nov. 10 ,1879,. 
Gould secured control of the Western Union in a little over a year thereafter. 

« 126 U. 8. Repts. 
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e original inventor of the telephone. The suits were not prose- 
cuted to a final conclusion. 6 

From November 10, 1879, until the expiration of the basic Bell 
patents in 1893 and 1894, the Bell System enjoyed a monopoly in the 
telephone field. Under such monopoly it was able to control the 

I rate of expansion of the telephone industry in the United States, as 
well as the charges for rendering telephone service, within the limita- 
tion of what the traffic would bear. From the date of inception of 
the telephone industry, in 1877, to the end of 1894, American Bell 
Telephone Co. and its predecessor Bell companies paid dividends 
in the amount of $25,895,811 6 as compared with cash invested in the 
business by the stockholders of $16,135,808. 7 In addition, at the end 
of 1894, the stockholders’ equity, as reflected by the American Bell 
Telephone Co.’s annual report to its stockholders, was more than 
$38,200,000, or approximately $191 per share of outstanding capital 
stock. These figures are indicative of the profitable character of the 
telephone business during this period. The subject of profits is dis- 
cussed in chapter 18 of this report. 

Table 29. — Distribution , by States and Territories of independent commercial tele- 
phone systems , in operation in 1902 , according to year in which established for 
the period 1883-1902 , inclusive 

State or Territory 
(a) 


Alabama 

Arizona 

Arkansas 

California 

Colorado 

Connecticut 

Delaware 

Florida. 

•Georgia 

Idaho 

Illinois 

Indian Territory _ 

Indiana 

Iowa 

Kansas 

Kentucky 

Louisiana 

Maine 

Maryland . . 

Massachusetts. ._ 

Michigan 

Minnesota 

Mississippi 

Missouri 

Montana 

Nebraska 

Nevada 

New Hampshire.. 

New Jersey 

New Mexico 

New York 

North Carolina.. . 

North Dakota — - I i » i 01 i i i \ t i i i * i i i — i 

Ohio I 234 I 30 I 40 I 51 I 39 I 21 | 18 I 10 I 17 I 4 | 2 

Source: Department of Commerce and Labor, Bureau of the Census: Special Reports, Telephones and 
Telegraphs, 1902, table 10, p. 9. 

• For detailed discussion of patent litigation during this period, see exhibit 1989. pp. 1-19. 

e Dividends of American Bell Telephone Co. to December 31, 1894, were $25,887,811, and $8,000 was paid 
by a predecessor company, New England Telephone Co., in 1879. See exhibit 1360-B, p. 389, and exhibit 
1360-A, p. 18. 

7 Represented by $15,005,977 received by American Bell Telephone Co. for stock sold, including the face 
Amount of convertible notes retired through conversion into stock, to December 31, 1894, and $529,831 paid 
in for stock sold for cash by predecessor corporations, but does not include the cash value of $400,000 par 
value of stock initially issued in 1878, by predecessor corporations for Bell patents or patent rights, when 
the cash sales of their stock were made at 50 percent of par or less. See exhibit 1360-B, schedule 26-A and 
p. 377. 


Total 

(b) 

1902 

(c) 

1901 

(d) 

1900 

(e) 

1899 

(0 

1898 

(g) 

1897 

(h) 

1896 

(i) 

1895 

0) 

1894 1893 

(k) (1) 

43 

10 

10 

6 

2 

3 

2 

4 

5 

1 

10 

2 

3 

1 


3 



1 


76 

7 

15 

16 

8 

8 

4 

7 

2 

4 2 

10 

J 

j 

] 

1 



1 

1 

1 

8 

3 

2 

2 




1 



4 




1 

1 

I 



l 

3 


1 



1 



1 


23 

2 

3 

4 

2 

5 

2 

2 



71 

10 

8 

11 

10 

12 

8 

9 

3 


5 

j 


1 

1 

2 





240 

27 

42 

39 

31 

29 

30 

13 

20 

5 2 

37 

10 

11 

3 

4 

6 

1 

2 



261 

37 

47 

48 

31 

19 

29 

19 

20 

9 

240 

60 

50 

41 

31 

16 

10 

12 

10 

6 2 

161 

37 

33 

31 

23 

13 

9 

3 

10 

2 

84 

14 

14 

15 

9 

9 

3 

9 

7 

1 2 

14 

2 

1 

2 

3 

1 

2 

3 



21 

4 

3 

3 

2 

1 

2 

1 

2 


15 


3 


1 

3 

2 

2 

1 

3 

8 



1 



1 

2 


1 

76 

10 

8 

12 

10 

10 

6 

8 

6 

4 1 

118 

26 

17 

18 

17 

22 

6 

3 

7 

1 

32 

6 

7 

2 

1 

3 

6 

4 

1 

1 

225 

29 

45 

24 

25 

26 

23 

28 

14 

7 

4 



1 

1 

1 




1 

73 

26 

17 

5 

12 

6 

3 


3 

1 

6 

2 

1 


1 


1 




14 



3 

3 


2 

2 

1 

1 

28 

5 

3 

1 

4 

3 

4 

3 

3 

2 

12 

1 

2 

4 

1 



1 

2 

1 

171 

38 

29 

25 

18 

15 

15 

8 

13 

8 

71 

11 

8 

11 

6 

14 

6 

6 

8 

1 



Digitized by Google 



INVESTIGATION OF THE TELEPHONE INDUSTRY 


127 

Table 29. — Distribution , by States and Territories of independent commercial tele- 
phone systems , in operation in 1902 , according to year in which established for - 
the period 1888-1902 i inclusive — Continued 


State or Territory 

Total 

1902 

1901 

1900 

1899 

1898 

1 

1897 

1896 

1895 

1894 

1893 

(a) 

(b) 

(c) 

(d) 

(e) 

(0 

(g) 

(h) 

(i) 

a) 

(k) 

0) 

Oklahoma 

23 

4 

9 

3 

4 

2 


1 




Oregon 

16 

2 

5 

2 



1 

3 

1 

i 

Pennsylvania _ 

? 1 

8 

1 

6 

16 

5 

13 

8 

9 

5 

3 

Rhode Island 







South Carolina 

36 

5 

4 

8 

5 

2 

2 

4 

3 

1 

l 

South Dakota 

47 

11 

9 

8 

6 

5 

3 

2 

1 

1 

Tennessee 

28 

3 

3 

9 

2 


7 

1 

2 


Texas 

156 

27 

34 

26 

20 

19 

8 

1 

8 

7 

2 

i 

Utah 

< 

1 

1 

1 



Vermont 

30 


3 

6 

9 

4 

2 

1 

3 

1 


Virginia 

65 

16 

9 

7 

7 

7 

8 

2 

2 

3 


Washington 

5 

1 

2 








West Virginia 

62 

7 


10 

5 

10 

7 

4 

4 


l 

Wisconsin 

139 

21 

25 

28 

16 

14 

10 

9 

9 

3 

Wyoming 

1 

1 















United States 

3, 113 

528 

549 

508 

380 

334 

254 

207 

199 

80 

18 


State or Territory 


1892 

1891 

1890 

1889 

1888 

1887 

1886 

1885 

1884 

1883 

(a) 


(m) 

(n) 

(o) 

(P) 

(q) 

(r) 

(s) 

(t) 

(u) 

(v) 

Arkansas 




1 

1 

J 





California 

2 


1 








Florida _ . 

1 


1 








Idaho 



1 








Illinois.. 

1 








1 


Indiana 

1 



— T 






Iowa 

1 


i 







Kentucky 


1 








Maine. 




2 



1 




Michigan 









t 

Minnesota 


1 








Mississippi 






1 





Missouri. 

1 

j 

1 


1 







Nevada 

1 









New York 

1 



1 






North Carolina. 





1 




North Dakota 


1 








Ohio 



1 





j 



South Carolina 











South Dakota 







1 




Tennessee 





1 





Texas 



1 

1 

1 

1 




Vermont 







1 


Virginia 

..... 




2 


1 



West Virainia 

3 

3 





1 



Wisconsin .. ...... 

1 



2 



1 













United States.. 


12 

8 

7 

6 

8 

3 

5 

4 

2 

1 

1 







Note.— The text accompanying the above table contains the following modifying statement: “Table 10* 
(table 29 above) shows that of the independent commercial systems still in existence, the first was estab- 
lished in 1883, and that between 1883 and 1893, inclusive. 74 such systems were organized. Inasmuch* 
however, as the Bell patents did not expire until 1893, it might seem a misnomer to call these 74 systems 
independent, as it is perhaps hardly possible that they all operated independently of the American Bell 
Telephone Co.” 
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Table 30. — Distribution by States and Territories of mutual telephone systems in 
operation in 1902, according to year in which established for the period 1881-1902, 
inclusive 1 


State or Territory 

Total 

1902 

1901 

1900 

1899 

1898 

1897 

1896 

1895 

1894 

1893 

1891 

1888 

1883 

1881 

(a) 

(b) 

(C) 

<d) 

(e) 

(0 

(g) 

(h) 

«) 

0) 

00 

0) 

(m) 

(n) 

(O) 

(P) 

Alabama 

4 

2 


2 












Arizona _ 

1 





1 










Arkansas 














California 

6 

1 


1 


1 

1 




1 





Colorado . 

3 

1 


1 


1 







1 



1 











Delaware 















District ofColumbia. 
















Florida 

2 


1 




1 










G 

3 

2 

1 











Idaho 


1 















138 

36 

33 

34 

13 

14 

3 

4 



1 





Indian Territory 









Indiana 

105 

37 

41 

17 

4 

3 

2 



1 







170 

83 

58 

18 

6 

2 


1 


1 




1 

Kansas 

11 

5 

2 

3 










Kentucky 

35 

3 

8 

9 

4 

5 

1 

2 

2 

1 






Louisiana 












Maine 

4 

2 

1 

1 













4 


2 

1 




1 







Massachusetts 

















Michigan. 

33 

13 

8 

3 

4 


1 


2 

1 

1 






31 

12 

9 

3 

4 

3 








Mississippi 

3 



1 



1 

1 







Missouri . 

90 

21 

26 

13 

8 

6 

9 

4 

1 



2 




Montana .. 

2 

2 










. __ 

Nebraska 

32 

12 

13 

4 

1 

2 










Nevada. 

2 

1 


1 














New Hampshire.... 

.... 1 













New Jorsev 

















New Mexico 
















New York 

88 

7 

19 

24 

10 

13 

i 2 

3 

2 

2 

2 

2 


1 

1 

North Carolina 

12 

1 

5 

2 

1 

3 







North Dakota 

3 

' 1 

1 

1 

— 









•Ohio 

49 

13 

13 

16 

2 

4 

1 










Oklahoma 

1 

1 










Oregon 

5 

3 

1 

1 












Pennsvlvania 

20 

2 

6 

6 

2 

1 

2 


1 







Rhode Island ... 












South Carolina 

6 

2 

..... 

2 


1 










South Dakota 

7 













Tennessee 

13 


3 


2 

2 

2 

1 

2 





... 



Texas 

12 

2 

2 

3 1 

2 

3 







' 


Utah 
















Vermont 

6 



1 

1 

2 

1 

1 


1 






Virginia 

22 

3 

2 

6 

4 

2 

2 

1 




I ; 



Washington 













West Virginia 

21 

6 

3 

2 

4 

3 


2 



1 





Wisconsin 

43 

13 

8 

6 

5 

5 

4 


2 






Wyoming 

1 
























United States. 

994 

295 

269 

181 

84 

75 

32 

21 

15 | 7 

9 

2 

i 

i 

2 


1 Source: Department of Commerce and Labor, Bureau of the Census, Special Reports, Telephones and 
Telegraphs, 1902, pp. 9, 10. 


Table 31. — Total number of telephone systems and telephones in the Bell System and 
all other systems and lines for the period 1902-32, inclusive 1 



Number of systems and lines 

Number of telephones 

Year 








Total 

Beil 

All others 

Total 

Bell 

All others 

(a) 

(b) 

(0 

(d) 

(e) 

(0 

(*) 

1902 

9, 136 

44 

9, 092 

2, 371.044 

1,317,178 

1,063,866 

1907 

22, 971 

175 

22, 796 

6,118, 578 

3, 132,063 

2,986,515 

1912 

32,233 

176 

32, 057 

8, 729, 592 

5,087,027 

8,642,565 

1917 

53, 234 

145 

53,089 

11,716, 520 

7, 326, 858 

4,389,063 

1922 

67,253 

l 26 

57,227 

14, 347, 395 

9, 514, 813 

4,88*582 

1927 

60, 148 

*25 

60, 123 

18, 522, 767 

13, 726,056 

4,796,711 

1932 

44,828 

*25 

44,803 

17, 424, 406 

13, 793, 229 

*681,177 


i Source: United States Census of Electrical Industries, Telephones, and Telegraphs, 1932. 

1 Not including Bell-controlled companies. Previous to 1922 these were included with the Bell System, 
hut for 1932, 1927, and 1922 they are classified under “All others.” 
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Table 32. — Total telephone s in United States at Dec . SI of each year for the period 

1876-1984, inclusive 1 


Dec. 31— 

Com- 
pany * 

Private 

line 

Beil 

owned 

1876 

2,593 


2, 593 

1877 

9^283 


9,283 

1878 

26, 265 


26, 265 

1879 

30,872 


30, 872 

1880 1 

47,880 


47,880 

1881 

71^ 387 


71^387 

1882 

97, 728 


97, 728 

1883 

123,625 


123, 625 

1884 

134; 847 

12,868 

147,715 

1885 

141, 757 

13. 994 

155, 751 

1886 

151,012 

16, 121 

167, 133 

1887 

1 63,086 

17. 594 

180, G80 

1888 

175, 968 

18, 998 

194,966 

1889 

190, 107 

21, 396 

211,503 

1890 

204, 597 

23,260 

227, 857 

1891 

216. 543 

22. 793 

239, 336 

1892 

232, 780 

28,015 

260, 795 

1893 

237, 987 

28, 444 

266, 431 

1894 

244. 162 

26,219 

270,381 

1895 

282, 446 

27, 056 

309, 502 

IS96 

325, 998 

28,303 

354,301 

1897. 

385. 058 

30, 155 

415,213 

1898 

466, 077 

29, 721 

495, 798 

1899 

633, 918 

32, 815 

666. 733 

1900 

801,1*47 

33, 961 

835,911 

1901 

1, 021, 820 

39, 292 

1,061, 112 

1902 

1,279, 241 

37, 937 

1, 317, 178 

1903 

1,526, 957 

36, 984 

1,503, 941 

1904 

1, 801, 667 

36, 367 

1, 838, 034 

1905 

2, 243, 576 

41,011 

2. 284, 587 

1906 

2, 729, 116 

44, 431 

2, 773, 547 

1907 

2, 965, 546 

46. 965 

3,012,511 

1908 

3, 130, 154 

46, 240 

3, 176, 394 

1909 

3, 470, 424 

45,655 

3, 522, 079 

1910 

3, 887, 690 

45, 366! 

3, 933, 056 

1911 

4, 306, 320 

45, 517 

4,351,837; 

1912 

4, 757, 071 

46, 732 i 

4. 803, 803' 

1913 

5, 206, 791 

48,017! 

5, 254, 808 

1914 

5, 535, 857 

48, 996 

5, 584, 853 

1915 

5, 919, 462 

48, 648 

5, 968, 1 10 

1916 

6, 494, 591 

50. 899 

6, 545, 490 

1917 

6, 978, 396 

53, 134 

7.031,530 

1918 

7, 148, 722 

53, 035 

7,201,757 

1919 

7, 087,219 

51,910 

7, 739, 159 

1920 

8, 277, 600 

56,379 

8, 333, 979 

1921 

8, 856, 378 

57, 777 

8,914, 155 

1922 

9.461,351 

53, 462 

9,514,813 

1923 

10, 352, 364 

53, 791 

10, 406,155 

1924 

11,184, 594 

57, 724 

11,242,318 

1925 

11,974, 405 

60,819 

12, 035, 224 

1926 

12, 750, 427 

65, 825 

12,816. 252 

1927 

13, 648, 907 

77, 149 

13, 726, 056 

1928 

14, 439, 640 

85,008 

14, 524,048 

1929 

15,315, 970 

98, 035 

15,414,005 

1930 

15,583, 101 

98. 958| 

15, 682,059 

1931. 

15, 302, 157 

105, 268 

15, 407, 425 

1932 

13, 710, 169 

83,060 

13, 793, 229 

1933 

13, 079,711 

83, 194 

13, 162, 905 

1934 

13, 378, 103 

79,785 

13, 457,888 


Service 


Connect- 

ing 


Sub- 

scribing 


Bell con- 
necting 


Grand 

total 


Noncon- 

necting 

(esti- 

mated) 


71, 173 
85, 091 
111,823 
142, 978 
167,851 
196, 376 
208.418 
227, 151 
236, 438 1 
250, 436 
270,311 
291,906] 
296, 289 
299, 714 
292,418] 
287,453 
287,544 
291,869] 
290, 224 
287, 798 1 

286, 814 

287, 731 
287, 595 
276, 398 
266, 852 
242, 1*96 
231.352 
230, 988 


10,000 
20,000 
47,961 
84,021 
120, 936 
167, 213 
246, 337 
297, 218 
755, 316 

1. 103, 144 
1,508, 790] 
1,806,685 

2, 112, 93~ 
2, 455, 895] 
2. 669, 791 
2, 836, 989 

2. 946, 673 

3, 051, 266 
3, 173, 837 
3, 498, 662 
3. 685, 372 

3, 885, 658 
4.084, 794 
4, 152, 003 
4, 204, 489 

4, 282, 997 
4, 328, 753 
4, 429, 165 
4. 309, 594 
4,353, 408 
4, 366, 188 
4. 125, 170 
3, 924, 000 

« 3.424, 958 
< 3,240, 383 
3,205, 817 


9,619 
21,274 
46,4181 
63, 898 

73, 674 

74, 927 
82,584 
88, 852 
90,296 

101,913! 
89, 366 
66, 023 i 
41,071 
43,022 
31,248 
29,066 
14, 674 
15,492] 


10,000 
20,000 
47,961 
84,021 
120, 936 
167,213 
246, 337 
297,218 
826, 489 
1, 188, 235 
1, 620, 613 

1, 949, 663 

2, 280, 788 
2, 652, 271 
2, 878, 209 


3,073,759 8 
3,204,385 9 
3,348,120 9 
3. 508. 046 10 
3,864,242 11 
4.056,588 11 
4, 267, 956 12 
4, 466, 064 13 
4, 635, 752 
4, 593, 946 
4,66-1,232 
4, 685. 000 


4, 758, 034 
4, 639, 430 
4, 672, 387 
4, 682, 849 
4,416,242 
4, 206, 344 
3. 667, 954 
3. 171,735 
3, 436, 805 


2,593 
9,283 
26,265 
30, 872 
47,880 
71, 387 
97, 728 
123, 625 
147,715 
155, 751 
167, 133 
180,680 
194,966 
211,503 
227, 857 
23y, 336] 
260, 795 1 
266, 431 ‘ 
270, 381 
309,502] 
354, 301 
415,213] 
495, 798 1 
676, 733 j 
855,911 
109, 073| 
401, 199] 
684, 877 
005,247 
530, 924 
070, 765 
839, 000] 

364, 629 
142, 692 
882, 719 
632, 625 
436, 074 
133,017 
658, 612 
172,495 
893, 610 
539, 576 
065, 999 
795, 747 
601, 935 
380, 219 
050, 565 
000, 101 
906, 550) 
720, 224 
574, 286 

365, 486 
197, 035 
096,854 
098,301 
613, 769 
461, 183 
634, 640 
894,6931 


15.000 

30.000 

50. 000 

100,000 

185.000 

328.000 

500.000 

692.000 
969, 845 

1. 124.000 

1.348.000 

1.596.000 

1.862.000 
2, 279, 578 

2.119.000 

1.853.000 
1,752, 648 
1,716,093 
1,518,862 
1,409, 492 
1,387,806 
1,351,002 
1,347, 822 
1,244,066 
1,011,638 

872, 727 
809. 444 
494, 964 
445, 288 
369, 353 
302.311 
215, 694 
171,882 
157, 826 
144,260 
136, 156 
103, 275 
93,849 
86, 192 
76, 218 
74, 152 


* Source: American Telephone & Telegraph Co. comptroller’s annual report for 1934, pt. I, statement 
No. 45. 

* Prior to 1907, company stations Included “3ervloe stations.” 

* First official report. 

« Includes subscribing companies. 

Period of Competition (1894-1913). 

Although the Bell interests had preempted many of the lucrative 
and populous sections of the country during the years of monopoly by 
obtaining franchises and establishing telephone service, numerous in- 
dependent telephone companies, as well as a few independent tele- 
phone manufacturing concerns, sprang up throughout the country 
immediately after the expiration of Bell patents in 1893 and 1894. 
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These concerns pursued vigorously the promotion of telephone service 
in many regions not yet reached by the Bell System. In a large num- 
ber of instances they entered into competition in territories where 
the Bell System had already established telephone service. In 1893, 
17 years after the origin of telephone communication, there were 
266,431 Bell-owned stations in the United States. Ten years later, 
at the close of 1902, there were 1,317,178 Bell-owned stations, and 
1,053,866 independent stations in the United States. During the 
period 1902-7, the development of independent properties kept pace 
with the development of the Bell System. At the end of 1907, the 
Bell System owned 3,132,063 stations, compared to 2,986,515 stations 
owned by independents. 8 Tables 29 and 30, on pages 126 and 128, 
indicate the year of establishment of independent commercial systems 
which were still operating in 1902, and the same data for mutual 
systems, by years in which they were established, from 1881 to 1902. 
Table 30 shows that there were 6 mutual systems established be- 
tween 1881 and 1892, inclusive, which were still in existence in 1902. 
From 1893 to 1902, a period of 10 years, there were 3,057 independent 
systems established and 988 mutual systems. The greatest activity 
in the establishment of non-Bell systems occurred in Illinois, Indiana, 
Ohio, Kansas, Minnesota, Missouri, Iowa, Texas, and Wisconsin. 
Table 31, on page 128, shows the total number of telephone systems 
and telephone stations in the Bell system and in independent systems 
at 5-year intervals, for the period 1902-32, inclusive. This table 
shows that the proportion of independently owned to Bell-owned 
stations was greater in 1907 than in any other period. Subsequent 
to 1907 the independent movement did not keep pace with that of 
the Bell System. Table 32, on page 129, shows the total number of 
telephones of Bell System connecting companies and nonconnecting 
companies for the period 1876-1934, inclusive. The number of non- 
connecting telephones began to diminish after 1907. This movement 
toward connection with Bell System service has continued to the 
present time. Todav there are only some 70,000 stations that do not 
connect with the Bell System. These changes in the relative size of 
Bell and independent companies, both in number of stations con- 
trolled by either group and in the number of nonconnecting stations, 
are manifestations of policies pursued by the Bell System in its attempt 
to gain control over the larger part of telephone communications m 
the United States. These policies will receive attention subsequently. 

The period from 1894 to 1913 also witnessed the rise of independent 
manufacturers of telephone apparatus and equipment. 

Attempts to Organize a Nation-Wide Competitive Communications 
System to Oppose the Bell System. 

Th e Bell System's principal advantage over independents lay in its 
interconnected toll lines which provided the only available effectively 
integral ml n til work for Ton g-diStn nee l^lepluvnejUT mmiinication . This 
ad vantage wou ld be minimized in The^eve htTthe indepen dentscould 
consolidate and connect their systems Through^ a n ind epeiuIehUTong- 
^ dist ance network having ad eq u a tc -fmahcial backing . Recognizing 
this state of affairs, the independents, In 1897, met at Fort Wayne, 
Ind., to form a mutual organization with the following stipulated 
objectives, among others: (1) A national association of the inaepend- 


• See table 31, p. 128. 
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ent telephone exchanges of the United States for mutual protection 
and development; (2) the construction of long-distance toll lines to 
connect the independent exchanges; (3) an independent long-distance 
service connecting the large commercial centers, a field occupied 
exclusively by the Bell companies. 

The history of the Telephone, Telegraph & Cable Co. is an illustra- 
tion of an attempt to organize a Nation-wide independent telephone 
system to compete with the Bell System. This company was organ- 
ized in 1899, under the laws of the State of New Jersey, with an author- 
ized capital stock of $30,000,000, and with the stated purpose of 
combining the independent telephone companies of the country into a 
Nation-wide organization, including a Nation-wide long-distance 
telephone service. The incorporators were William J. Latta and Mar- 
tin Maloney of Philadelphia and James E. Hayes of Camden. At 
about the date of its organization approximately $3,000,000, or 10 
percent of the authorized capital stock was subscribed for by various 
individuals, payable 5 percent upon subscription, 5 percent on Febru- 
ary 1, 1900, and the balance as called for by the directors. Initially 
the support of a Philadelphia group of investors headed by Messrs. 
Widener, Elkins, and Dolan, was obtained; but these interests with- 
drew from the enterprise in December 1899. Financial publications 
of the period indicate that the withdrawal of Messrs. Widener, Elkins, 
and Dolan was founded upon their obligation to certain financial 
interests in New York which were unfavorable to the development of 
a strong independent telephone system to compete with the Bell 
System. 9 

After its organization, the Telephone, Telegraph & Cable Co. 
obligated itself to finance and acquire control of the Knickerbocker 
Telephone & Telegraph Co., Boston and New York Telephone & 
Telegraph Co., and Massachusetts Telephone & Telegraph Co., which 
companies had been organized for the purpose of entering the local 
telephone business in Boston and New York City, with connecting 
long-distance telephone lines, in competition with the Bell System. 
Shortly thereafter the cable company also purchased a controlling 
interest in the Erie Telegraph & Telephone Co., which held a con- 
trolling capital-stock interest in five important Bell System licensees. 

After the withdrawal of the Widener, Elkins, and Dolan support, 
the cable company was unable to adequately finance its subsidiary 
companies, which forced the Erie Co. to make short-term loans from 
banks and then borrow $9,000,000 from the Old Colony Trust Co. 
on 1-year notes due in January 1902, secured principally by the stock 
of its Bell licensee subsidiaries, in order to retire the bank loans and 
provide additional funds. When these collateral notes were sold by 
the Erie Co., plans for reorganization of that company and the cable 
company were under consideration by the officers and directors. 

Shortly thereafter, through the efforts of C. T. Cutler, president of 
the New York Telephone Co., arrangements were made for the forma- 
tion of a syndicate of Bell System companies, consisting of the New 
England Telephone & Telegraph Co., New York & New Jersey 
Telephone & Telegraph Co., the American Telephone <fc Telegraph 
Co., and the Union Subway Construction Co., a subsidiary of the 
New York Telephone Co. Mr. C. W. Morse, president of the Ameri- 


• See Commercial and Financial Chronicle, vol. 60, p. 1151. 
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can Ice Co. and New Amsterdam Trust Co. and a director of the 
cable company, was engaged to attempt to purchase two-thirds or 
more of the outstanding capital stock of the cable company at 50 
percent of the cash paid in therefor by the stockholders, without 
revealing the fact that he represented the Bell interest, although the 
required funds were to be supplied by the Bell companies. The offer 
to purchase this stock of the cable company by Morse was made on 
August 26, 1901, 10 and was accepted by the required number of stock- 
holders in September. The syndicate of Bell System companies was 
then formed on September 25, 1901, and acquired the controlling 
capital-stock interest in the cable company purchased for it by Morse. 11 

Under a subsequent plan of reorganization of the Erie Co., proposed 
by Kidder, Peabody & Co., and effective in January 1902, its assets 
were acquired by a new company, Western Telephone & Telegraph 
Co., and control of the new company was acquired by the American 
Co. in consideration of $13,000,000 of its 4-percent collateral-trust 
bonds which were delivered to Kidder, Peabody & Co., the proceeds 
of which were used to pay the collateral notes of the Erie Co. and 

J rovide additional working capital for its newly organized successor. 12 

<ater, the syndicate of Bell companies purchased the minority stock- 
holdings in the Cable company and dissolved that company, thereby 
eliminating this attempt to create a competing telephone system. 

Effects of Competition. 

The expiration of the basic Bell patents was the signal for many 
attempts by others to exploit the telephone-service profit opportunities 
in areas so far not served by Bell companies; to try to compete for 
this business in areas already served by Bell companies; and to inter- 
connect these independent exchanges into independent toll systems 
of larger or smaller extent; and brought with it the development of 
telephone-manufacturing companies furnishing improved devices 
made possible by the expiration of the basic Bell patents. 

Long-distance telephony was stimulated by the desire of the Bell 
Co. to connect its numerous exchanges by a system of long lines into 
a Nation-wide telephone system. 13 Impetus was given to this move- 
ment by thp rising independent exchange and toll development. 
The Bell Co/s acquisition of the patent rights to the loading coil, 
which was developed around 1900 and which improved the quality 
of transmission and increased the distance of effective telephone 
conversation, together with the development of the mechanical 
repeater, enabled the Bell Co. to greatly extend the range of its 
interexchange toll telephone system to the exclusion of others. 

During the period of monopoly the Bell System had concentrated 
its development in the large centers. Rural service was inaugurated 
by the independents. In 1902 there were 266,968 rural telephone 
stations, including commercial lines, mutual systems, and independ- 

i® In connection with this offer, the following is quoted from the Boston News Bureau of September 3, 1901 
«* * • M r . Morse believes that the time is ripe for telephone competition In the East, and if nobody else 
is willing to undertake It, he is willing to go ahead, provided the terms of his offer are accepted. He sayB 
that if the terms of his offer are not accepted, he shall take no further action in the matter, hut if they are 
accepted, he shall go ahead in the telephone development. He believes there is room for two companies, and 
that opposition telephone companies properly conducted, are no real harm to the Bell interests. • • ♦ 
There is suspicion in some quarters that Mr. Morse’s offer is in behalf of Bell interests, but we think this 
suspicion is unfounded. • * •” See exhibit 1362-A, appendix 4. 

» Ibid., pp. 59-66. 

»» Ibid., pp. 67-76. 

1: 8ee ch. 12 for details. 
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ent farmers 1 lines. 14 In 1907 this had been increased to 1,464,775* 
stations. 16 

Wit h the expiration of the basic R ail patents an d t.ha Ayp^namn of 
competition conse quent upon such expiration r the rates whi ch had 
been c harged^bv the Oberatmg^companies of t.b Q Baffl^item during y 
the period of monopoly were substantially reduced.^ The existence 
of duplicate exchanges in many' cities brought on rate wars. In 
1895, the first year of competition, the total operating revenue per 
telephone station in the Bell System was $88. By 1900 it had dropped y 
to $63 per station, and by 1907 to $43 per station. The lowest ' 
operating revenue per station was reached in 1914 and 1915, when it 
was $41 per station. The decline in total operating revenue per tele- y 
phone station is set out graphically on chart 9, page 135. These ' 
changes in operating revenue per station were the result of many 
interacting causes, chief among which were the expiration of the basic 
patents, the introduction of party line and measured-rate service, 
and the desire to tap broader markets available at the lower rates. 

One result of the period of competition was duplication of exchange, 
telephone service. Such duplication was wasteful from the view- 1 Y 
point of investment and placed a burden on both the telephone-* 
operating companies and the rate payer. This condition had reached 
such aggravating proportions by 1910 that the Bell Co., in its annual 
report to stockholders of that year, indicated that it would be better >J 
to accept Government regulation of the telephone industry rather 
than continue with the hazards attendant upon duplication of exchange y 
facilities. 

Bell System Attempts to Eliminate Competition. 

During the period 1894-1912 the Bell System employed several 
methods of meeting the competition of the independents. In the 
beginning, the Bell System attempted to meet competition by pro- 
longing its patent monopoly and bv rapid expansion of its telephonic 
facilities. With the acquisition of a strong financial interest in the 
Bell System by the Baker-M organ group during the period 1902-7, 16 
the policy of the company became one of absorption of independents 
made possible through the possession of adequate financial support, 
in addition to that referred to above. 

In attempts to prolong its patent monopoly after 1894, the Bell 
System made use of an invention patented by E. Berliner, which 
added improved features to the microphone. The patent was first 
applied for in 1877, and the rights of the invention were purchased by 
the Bell System in the same year. The patent was not issued until 
November 17, 1891. Since the most efficient telephone transmitter 
depended upon microphonic action, great hopes were entertained by 
the Bell System that this patent would preserve its monopoly until 
the expiration date in 1908. Soon after its issue, suit for annulment 
was brought by the United States Government on the grounds that 
its issuance was wrongfully delayed in the Patent Office and that the 
American Bell Telephone Co. was a party to the delay. The Ameri- 
can Co. successfully defended this suit. 17 Suit was then brought in 

w See Special Reports of the Bureau of the Census, Departments of Commerce and Labor, Telephones, 

1907, p. 24. 

« Ibid. 

» See ch. 4 for details. 

v United State* v. American Bell Telephone Co. (167 U. S. 224). 
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1895, by the American Bell Telephone Co. against the National 
Telephone Manufacturing Co. on the same patent. The patent was 
given such a narrow construction by the court that it was rendered 
worthless as a device for prolonging the Bell monopoly. 18 

Failing in the attempt to extend its patent monopoly through the 
Berliner invention relating to microphones, the Bell System placed 
the burden of attempting to prolong its patent monopoly on the 
Western Electric Co. This latter company brought suits for infringe- 
ment against companies using telephone appliances such as switches, 
signalling apparatus, call boxes, etc. These suits extended over the 
period 1894 to 1911. In all, 74 suits were brought upon such patents, 
of which 5 were instituted by the American Bell Co. and 69 by the 
Western Electric Co. All of these suits did not come to a final de- 
cision. 19 The attempt of the Western Electric Co. to prolong the 
Bell System’s monopoly by means of suits for patent infringement 
did not meet with complete success. 

The Bell System also undertook rapid expansion of its facilities 
in order to meet the competitive threat. The extent of its expansion 
during the period 1894 to 1907 is demonstrated by a comparison of 
the rate of growth in number of telephone stations during that period 
with the rate of growth from 1885 to 1894, and by a comparison of 
the annual increase in telephone plant during the same periods. The 
annual percent increase m telephone stations in the Bell System 
from 1885 to 1894, inclusive, shown on table 33, below, averaged 
6 percent, as compared to 22 percent for the period 1895 to 1906, 
inclusive. The annual average expansion of telephone plant in the 
Bell System during the period 1885 to 1894, inclusive, shown on table 
34, page 138, was 8 percent as compared to 15 percent for the period 
1895 to 1906, inclusive. 

The Bell System supplemented its policy of expansion during the 
period 1894 to 1906, mclusive, by various practices designed to 
eliminate competition. Among these were (1) propaganda campaigns 
against independents, (2) refusal to connect with certain independent 
companies or classes of companies, (3) refusal to sell telephone instru- 
ments to non-Bell companies or on the open market and (4) attempts 
to control independent manufacturers of telephone apparatus and 
equipment. 

» 119 Fed. 893. The patent was so construed that it was limited to a microphone having metallic contacts. 
Since metallic contacts had been replaced by the more efficient carbon electrodes, the effect of the decision 
was to destroy the usefulness of the patent. 

»• For details see exhibit 1989, pp. 12-19. 
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Chart 9 

BELL TELEPHONE SYSTEM 

PE R STATION STATISTIC S 

FROM COMPANY RECORDS 


1665-1894 EARLY PERIOD OF MONOPOLY. 

1694-1913 PERIOD OF COMPETITION. 

1913 - 1921 PEROO OF "THE KINGSBURY COMMITMENT ** 
1921 - 1935 PERIOD UNDER WILLIS GRAHAM ACT. 
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Table 33. — Rate of growth in number of Bell Telephone station 8, by years for the 
period 1885 to 1985 , inclusive 


Year 

Number of 
stations 

Increase 

Percent increase 

1886 

155, 751 
167, 133 
180,680 
194,966 
211,503 
227. 857 

8,036 
11,382 
13, 547 
14,286 
16,537 
16,354 
11,479 
21, 459 
5,636 
3, 950 
39, 121 

5.44 


1886 

7. 31 


1887 

8. 11 


1888 

7.91 


1889 

8.48 

1885-94 average, 6.26 percent. 

1890 

7.73 

1891 


5.04 


1892 

8.97 


1893 

266,431 
270,381 
309,502 
354, 301 
415,213 
495, 798 
666, 733 
835,911 

2. 16 


1894 

1.48 


1895 

14. 471 


1896 

44,799 
60,912 
80,585 
170, 935 
169, 178 
225, 201 
256,066 
246, 763 
274, 093 
446,553 
488,960 
238,964 
163, 883 

14.47 


1897 

17. 19 


1898 

19.41 


1899 

34.48 



25.37 

1895-1906 average, 21.54 percent. 

1901 

l,06i;il2 
1,317, 178 
1,563,941 
1,838,034 
2, 284, 587 
2,773,547 
3,012,511 
3,176,394 

3, 522,079 

3, 933,056 
4,351,837 
4,803,803 
5,254,808 
5,584,853 
5,968,110 

6, 545, 490 
7,031,530 

7, 201,757 

7, 739,159 

8, 333, 979 

8, 914,155 

9, 514,813 
10,406,155 
11,242,318 
12, 035, 224 

26.94 

1902 

24. 13 


1903 

18. 73 


1904 

17.53 


1905 

wrm 


1906 



1907 

8. 62] 


1908 

5.44 


1909.. 

345,685 
410, 977 
418, 781 
451,966 
451,005 
330,045 
383, 257 
577, 380 
486,040 
170,227 
537, 402 
594,820 
580,176 
600,658 
891,342 
836, 163 

mtm 

1907-12 average, 9.6 percent. 

1910 

11.67 

1011 

10.65 



10.39 


1913 

9. 39] 


1914 

6.28 


1915 

6.86 


1916 

9.67 


1917 

7.43 


1918.... 

2.42 


1919 

7.46 


1920 

7.69 


1921 

6.96 


1922 

6. 74 


1923.... 

9.37 


1924 

8.04 

•1913-35 average, 4.84 percent* 

1925 

792,906 

781,028 

909,804 

798,592 

889,317 

268,053 

7.05 


12, 816, 252 
13, 726,056 

14, 524, 648 

15, 414,005 
15, 682, 059 
15, 407, 425 
13, 793, 229 
13, 162, 905 
13, 457, 888 
13, 923, 301 

6.49 


1927 

mm 


1928 

5.82 


1929 

6. 12 


1930 

1. 74 


1931 

ft 4,634 
1,614, 196 
630, St* 
294,983 
465,413 

1.76 


1932 

10. 48 
4.67 
2.24 


1933 


1934 


1935 






Figures in italic indicate decrease rather than increase. 

Source: American Telephone & Telegraph Co., Comptroller's 1936 Annual Reports, statement No. 46 , 
total Bell-owned stations. 


Bell System propaganda against independents was many-sided. It 
was directed at undermining independent interests with the public, 
with bankers, with legislative bodies and with present or prospective 
investors. This phase of Bell System — independent relations reached 

a high degree of intensity during the administration of President F. 
P. Fish of the American Telephone & Telegraph Co. from 1901 to 1907.® 
A more direqt means of curbing the independent movement was 
Bell System refusal to connect with independent telephone systems 
for the exchange of messages either in the local exchange area where 
duplicate facilities existed or for long distance service. Inasmuch as 
the Bell System was the pioneer in the long distance field, refusal to 
connect with independents confined them within the limits of the 
particular territory served. This practice continued without change 
during the period 1894-1906, inclusive, and wdth some exceptions, 


10 For a detailed description of Bell System propaganda against independents during this period a as 
exhibit 1360-A, pp. 244-249; and exhibit 13f2-A, pp. 103-170. ~ : 
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until action by the State legislatures, 21 as of various dates, and by the 
Department of Justice in 1912 and 1913, forced the Bell System to 
mane connections with noncompeting independents. 

Another weapon employed by the Bell System in fighting inde- 
pendents was refusal, until 1908, to sell either telephones or telephonic 
appliances to non-Bell companies or on the open market. The 1882 
contract between the American Bell Telephone Co., predecessor of the 
American Co., and the Western Electric Co., precluded the latter 
company from selling telephone apparatus and equipment manu- 
factured by it to any except Bell System licensees. 

This refusal to sell equipment to independents, encouraged the" 
establishment of independent telephone manufacturing companies 
upon the expiration of the Bell patents. The three most important 
manufacturers during this period were the Kellogg Switchboard & 
Supply Co., organized in 1897 under the laws of the State of Illinois; 
the Automatic Electric Co., organized in 1901 under the laws of the 
State of Illinois; and the Stromberg-Carlson Telephone Manufacturing' 
Co., oiganized in 1902 under the law s of the State of New York. Mere 
refusal of the Bell System to sell telephones, telephonic appliances, and 
apparatus to independents failed to solve the competitive problem. 
The American Co. and Western, therefore, attempted to acquire con- 
trol of tw r o of these three independent manufacturers, the Kellogg and 
Stromberg companies. Both attempts ultimately failed. Actual pur- 
chase of stock control of the Kellogg Co. was made through agents in 
1903. How r ever, the sale w as set aside on the grounds that it fostered 
monopoly, stifled competition, and w r as contrary to public interest. 22 
The attempted acquisition of the Stromberg Co. occurred in 1907. It 
was defeated by action of the attorney general of the State of New 
York, who insisted that the proposed acquisition would result in the 
creation of monopoly in the manufacture and production of telephone 
apparatus and equipment, which would be inimical to the best inter- 
ests of telephone development in that State. 23 

Some acquisitions of independents were made by the Bell System 
during the period 1894-1906, inclusive. 

Change in Bell System Policy Toward Independents With Advent of 
Banking Control in 1907. 

With the advent of banking control of the executive committee of 
the American Co. in 1907, there was a noticeable change in the Bell 
System policy toward independents from one of meeting competition 
through rapid expansion to one of absorption and purchase of inde- 
pendents. This change in policy is evidenced by correspondence 
among company officials ana the banking interests 24 and by such 
external manifestations as a reversal of the former policies of refusal 
to connect with independents, and refusal to sell them Bell System 
telephone apparatus and equipment. 

Table 32 on page 129 show r s the number of Bell-owned stations, 
the number of independently owned stations, and the number of in- 


*i Laws have been enacted in 34 States providing for compulsory physical connection between telephone 
companies These States and the years in which the laws were enacted are: South Carolina, 1904; Georgia, 
Oklahoma, and Texas, 1907; Maryland. 1910; Kansas, Michigan, Ohio, South Dakota, Washington, and 
■Wisconsin. 1911; Arizona, California. Kentucky, New Mexico, and Oregon. 1912: Colorado, Florida, Idaho,. 
Illinois. Indiana, Maine, Missouri, Montana, Nebraska. New Hampshire, and Pennsylvania, 1913; New 
Jersey and Virginia, 1914; Minnesota, North Dakota, and West Virginia, 1915: Utah, 1917; and New York, 
1919. 

w See Dunbar et «/. v. American Telephone & Telegraph Co., 79 N. E. 423 (1906); and 87 N. E. 521 (1909). 

* A detailed discussion of the Bell System’s attempts to control the Kellogg and Stromberg companies is 
set out In exhibit 2096- D, pp. 19-26. 

•• For details see exhibit 2096-F, pp. 169-190. 
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dependents connecting with Bell companies for the years 1907 to 1934, 
inclusive. This table shows a continuously increasing number of 
independent stations connected with the Bell System beginning in 
1899. It will be observed that by 1934 there were only 74,152 in- 
dependent stations in the United States that were nonconnecting 
with the Bell System, whereas in 1907 there were nearly 2,280,000 
such stations. 

On April 8, 1908, the manufacturing contract of February 6, 1882, 
between the American Bell Telephone Co. and the Western Electric 
Co. was amended so as to permit Western to sell telephone equip- 
ment to telephone companies that were not licensees of the Bell 
System, subject to certain restrictions. Several factors contributed 
to this change in Bell System policy. Thomas D. Lockwood, patent 
attorney for the American Co., in a memorandum to Theodore N. 
Vail, president of the American Co., dated August 8, 1907, outlined 
the patent situation as it affected the Bell System and concluded 
that except for the Pupin loading coil applicable to long lines, the 
Bell System had no exclusive patent protection which would preclude 
independents from developing satisfactory central office, substation, 
and outside plant equipment. Also, the sale by Western of telephone 
apparatus and equipment to independents would accomplish several 
desirable objectives. It would permit Western to share in the busi- 
ness offered by the independent telephone companies. It would 
permit Western to compete with the independent manufacturers and 
perhaps eventually drive them out of business. Further, the instal- 
lation of Bell System eauipment by independents would facilitate 
their connection with Bell System lines due to uniformity of equip- 
ment and would make such independents a more attractive buy m 
the event of their ultimate purchase by and consolidation with the 
Bell System. 


Table 34. — Plant expansion in the Bell System , by years , for the period 1885 - 191 t t 

inclusive 


Year 

Total tele- 
phone plant 

Increase 

Percent increase 

1885 

$38, 618, 600 
38, 325,431 
40. 799. 143 




1886 _ 

» $293, 169 
2,473,712 
3, 637, 199 

7, 135, 787 

1 0. 759 


1887 

6.454 


1888 

44, 436, 342 
51, 572, 129 

8. 915 


1889 

10 058 

1885-04 average, 
8.2 percent. 

1890 

58, 512, 400 
62, 190, 195 
67. 635, 701 

6, ' 940, ' 271 

3, 677, 795 
5, 445, 506 

5, 500,541 

4. 594, 919 

10, 127,339 

7. 383, 146 

9. 245. 878 

13 467 

1891 


181.2 

8. 756 


1893 

73, 136, 242 
77. 731. 161 

8. 133 


1894 

6 283 


1895 

87. 858. 500 

13 02< \ 

1896 

95.241.646 

8. 403 


1897 

104, 437. 524 

9.708 


1898 

118, 123,841 
145.511/290 

13, 636. 317 
27, 387. 449 
35, 188. 510 
31,080.400 
38. 233. 000 
34. 554. 600 
31,952,800 
51.544.700 
81,996, ICO 
52. 926, 500 

13 051 


1899 

23. 185 


1900 

180.699.800 

211.780.200 

250.013.200 

284. 667. 800 
316.520,600 
368, 065, 300 
450,061, 400 
502. 987. 900 

14 183 

,1895-1906 aver- 
age, 15 per- 
cent. 

1901 

17 200 

1902 

18 053 

1903 

13 815 

1904 

11 229 


1905 

16 285 


1906 

1907 


22. 27S) 
10. 522) 


1908 

528.717. 000 

25. 729. 100 

5. 115 


1909 . 

1910 

557.417, 146 
610.999. 964 

28. 700. 146 
53. 582. 818 

5. 428 
9.613 

1907-12 average. 
8.5 percent . 

1911 

666, 660, 702 
742, 287. 631 

55. 6*10. 738 

9. no 

1912 

75. 626. 929 

11 344 



1 Decrease. 

Source: Exhibit 1360-A, tables 16 and 27, pp. 73 and 102. 
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The Bell System systematically attempted to break up the forma- 
tion of independent interconnected systems by purchasing any inde- 
pendent properties that could be obtained reasonably. The execu- 
tives of the Bell System considered the existence of an independent 
interest in the telephone business, whether localized or intercon- 
nected, as inconsistent with the ideals of a universal and interde- 
pendent system of telephone communication. Many important 
independent properties were acquired by the Bell System after 1907. 
Most of the important acquisitions were subsequent to 1912. 

Another method adopted by the Bell System after 1907 to eliminate 
competition was the use of its financial backers and their influence to 
prevent the financing of large independent units. 28 Such methods 
were used, for example, to prevent the financing of a long-distance 
line between Kansas City, Chicago, and New York and the develop- 
ment of an independent company in the State of Wisconsin. Tins 
method was made effective by bringing financial pressure to bear 
through the Baker-Morgan group, the financial backers of the Bell 
System, upon other financial organizations and institutions to which 
appeals were made by various independent organizations for adequate 
financing. The result was that large sources of investment capital 
in this country were made unavailable to independents. The larger 
the independents became the more impossible it was for them to 
obtain capital in the large amounts required. This slow financial 
strangulation of attempts to develop large competing independent 
systems was an important factor in regaining for the Bell System its 
former position of monopoly in the telephone field. 

The effects of the change in policy of the Bell System in 1907, is 
demonstrated by the disproportionate increase in telephone stations 
owned by the independents as compared with stations owned by the 
Bell System. In 1907, the independents owned 2,986,515 stations, 
as compared to 3,642,565 owned in 1912, an increase of approximately 
22 percent. 26 In 1907 the Bell System owned 3,132,063 stations, as 
compared to 5,087,027 in 1912, an increase of approximately 62. 
percent. 27 


Antitrust Law Enforcement (1913-21). 28 

The independent telephone interests resisted vigorously the acquisi- 
tion policies of the Bell System, claiming violation of the antitrust 
laws. Complaint was made to the United States Department 
of Justice. After a series of conferences and communications, the 
Attorney General expressed an opinion on January 3, 1913, to the 
effect that certain proposed acquisitions by the American Co., if 
consummated, would be in violation of the Sherman antitrust law. 
Following the expression of the above opinion by the Attorney General. 
Mr. M. C. Kingsbury, vice president of the American Co., addressed 
a letter to the Attorney General under date of December 19, 1913, 
which outlined the proposed future policy of the Bell System with 
respect to the acquisition of independents. This letter has since been 
referred to as “The Kingsbury Commitment. ,, Substantially, the 
Bell System agreed not to acquire, directly or indirectly, control over 
any competing company. It agreed to connect its system with other 
telephone systems for toll-service purposes provided the independent 


*• This policy had its inception in 1902, when the B ak er • M organ group first entered Bell System fin ancial 
affairs. See exhibit 2096-F, pp. 169-190. 

* Sec table 31, p. 128. 

** Ibid. 

* For complete development of this period see exhibit 2090-D, pp. 14-46. 
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company supplied standard trunk lines between its exchanges and the 
toll hoard of the nearest exchange of the Bell operating companies. 
It also agreed to, and did, dispose of its interest in the Western Union 
Telegraph Co., which it had acquired a short time previously. 29 The 
Kingsbury Commitment did not prevent acquisition of noncompeting 
telephone companies by the Bell System, but was generally under- 
stood to prevent acquisition of competing telephone companies until 
after January 1918, when it became generally understood that it was 
not a violation of The Kingsbury Commitment for the Bell System to 
acquire competing telephone stations, if at the same time the Bell 
System sold an equal or comparable number of Bell-owned stations 
to an independent. A typical transaction under this modification 
is the acquisition by Bell of the Federal Telephone & Telegraph Co. 
of Buffalo, N. Y., and the sale of the New York Telephone Co. 
stations in Jamestown and Rochester to the independent companies 
operating at these latter points. It appears, and it has been judicially 
determined, that the Bell Co., instead of selling its stations in Roches- 
ter to an independent, actually had and retained control of the com- 

? any which purchased the New York Telephone Co. stations. 30 

‘able 35 below, which consists entirely of data supplied by the 
American Telephone & Telegraph Co., indicates the total number of 
stations purchased and sold by the Bell System during the period 
1912-34, inclusive. It shows a total of 580,756 stations were pur- 
chased from, and 277,378 stations sold to, independents by the Bell 
System during the period when The Kingsbury Commitment was 
effective, 1914-21, inclusive, resulting in a net gain by purchase of 
303,378 stations. 


Table 35 . — Stations purchased and sold by Bell System during the period 1912 to 

1934 , inclusvie 


Year 

(a) 

Number of 
stations 
purchased 

(b) 

Number of 
stations 
sold 

(O 

1912 

135, 924 

42, 645 

1913 

19, 187 

16, 617 

1914 

23, 327 

1,729 

1916 

34,428 

15, 188 

1916 

31,290 

15, 849 

1917 

131,853 

10,333 

1918 

104, 497 

111,757 

1919 

56, 939 

70, 225 

1920 

41,085 

8,337 

1921 

157, 337 

43,960 

1922 

26,341 

7, 747 

1923 

124,611 

3,386 

1924 

98,730 

9, 173 


Year 

(a) 

Number of 
stations 
purchased 

(b) 

Number of 
stations 
sold 

(c) 

1925 

137,482 

45.540 

1926 

15,909 

11,419 

1927 

207, 540 

4.976 

1928 

45,022 

1,963 

1929 

64,234 

12, 120 

1930 

153, 959 

9,847 

1931 

15,784 

348 

1932 

67,062 

35 

1933 

1,741 

57 

1934 

2,695 

116 

Total 

1,606,977 

443,367 


Source: Statement prepared by American Telephone & Telegraph Co. and exhibit 2096-1), table V, p. 42. 

Not*.— T he foregoing data include (1) for the years 1912 and 1913, purchases and sales of stations (pre- 
sumably company stations) in connection with purchases of and sales of physical property; (2) for the 
years 1914 to 1927, inclusive, purchases and sales of company (for 1921, company and service) stations in 
connection with purchases and sales of “going or completed plant;" (3) for the year 1928, purchases and 
sales of company stations in connection with the purchase or sale of plant involving in any one transaction 
a consideration of $10,000 or more and each purchase or sale involving an entire company or exchange regard- 
less of amount involved; (4) for the years 1929 to 1934, inclusive, purchases and sales of company stations 
in connection with the purchase or sale of the entire property of a company, or where an entire exchange is 
involved, or where telephone plant is purchased or sold involving a consideration exceeding $10,000 and the 
business handled over such plant is transferred by the selling company to the purchasing company. The 
foregoing data do not include (1) purchases and sales between Bell System companies; (2) purchases and 
sales by Bell -controlled companies from or to companies other than Bell associated companies: (3) oorree- 
tions of reports of previous years and transactions reported in year following that in which consummated. 


*• The Western Union incident is discussed in chapter 4. 

*• Rochester Telephone Corporation, 2 F. C. C. 476, and Rochester Telephone Corporation v. U. S . H «/., 
decided June 20, 1938 by the U. S. District Court for the Western District of New York. 
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In effecting these purchases through consolidations and mergers, 
the American Co. conformed to the procedure earlier agreed upon 
to inform the Department of Justice and the Interstate Commerce 
Commission of such proposals and secure their permission in making 
such consolidations. During the period of Government control, 
August 1 , 1918, to July 31, 1919, all the telephone companies in the 
United States were operated under the control of the Postmaster 
General. They were subject to the direction of the operating board 
of the United States Telegraph and Telephone Administration and 
its subordinate personnel . 81 The Postmaster General, in a statement 
of policy, indicated that the Government operation and control of 
the telephone systems of the country would cause the coordination 
and consolidation of competing systems wherever possible; that such 
proposed consolidations would be submitted to the Post Office Depart- 
ment for approval. A committee was appointed to handle matters 
relating to consolidation. 

Bell System-Independent Relations (1919-36). 

Bell System-independent relations during the period 1919-36 
have been characterized by a continuation of the Bell System's 
vigorous policy of acquisition, the development of a policy of coopera- 
tion with the independents, bitter disputes over division of toll reve- 
nues on interchanged business, and the restrictive contracts made 
between the Western Electric Co. and the major independent sup- 
pliers of telephone apparatus and equipment. By the end of 1936 
the Bell System's control of the desirable telephone-exchange territory 
in the United States was substantially complete. The integrated 
structure of the long lines department, the Bell System operating 
companies, and the connecting independent operating companies 
furnished an efficient and uniform interconnected Nation-wide tele- 
phone service. Its manufacturing department, the Western Electric 
Co., enjoyed almost complete control in the field of telephone manu- 
facturing. Bell System-independent relations during this period will 
be discussed, first, in relation to operating companies, and second, in 
relation to manufacturing compames. 

Bell System Relations with Independent Operating Companies . — 
Three phases of Bell System relations with independent operating 
companies during this period are of importance, namely, the Bell 
System's policy of acquisition, its cooperative attitude toward inde- 
pendents, and disputes regarding the division of toll revenues on 
interchanged business. 

(1) Acquisitions . — The situation created by The Kingsbury Com- 
mitment and the antitrust activities of the Department of Justice had 
proved unsatisfactory to many independents. The Bell System 
offered the best market for independents desiring to dispose of their 
holdings. By 1921 the policies of the Bell System toward inde- 
pendents, pursued over a period of years, had made the development 
of a unified Nation-wide independent system, capable of competing 
with the Bell System, impossible. Many owners of independent 
systems became dissatisfied and desired to sell. The policies ex- 
pressed in The Kingsbury Commitment and in the antitrust activities 
of the Government prevented a sale to the Bell System, which was 

” A full discussion of tbe period of Oovernment control is 9et oat in exhibit 2096-D, pp. 41-46, and exhibit 
2096-B, pp. 83-102. 
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potentially capable of paying the best price. Even under the modified 
procedure which became effective in 1917, whereby the Bell System 
was permitted to acquire competing independent companies on the 
basis of the sale of an equal number of Bell-owned stations, con- 
ditions were unsatisfactory to many independents desiring to dispose 
of their properties to the Bell System. Through the combmed 
efforts of the Bell System, the independents, and certain State author- 
ities, the Willis-Graham Act of 1921, 82 amending the Transportation 
Act of 1920, was passed, which provided that competitive telephone 
companies wishing to consolidate could avoid the possibility of prose- 
cution under the antitrust laws by securing the approval for the con- 
solidation from the appropriate State authorities and the Interstate 
Commerce Commission. 

Immediately upon the passage of the Willis-Graham Act, the Bell 
System proceeded with the consolidation of the Ohio Bell Telephone 
Co. and the Ohio State Telephone Co., which had been operated in 
competition in many localities. The Attorney General, in answer to 
a letter from the American Co. inquiring as to that Department's 
attitude with respect to the restrictions contained in the so-called 
Kingsbury Commitment, informed the American Co. that they might 
consider that commitment as terminated. 

The Bell System began active acquisition of independents imme- 
diately upon the passage of the Willis-Graham Act. In 1921, the year 
of its passage, 157,337 stations were purchased from, and 43,960 
stations were sold to, independents by the Bell System. Activity in 
this respect on the part of the Bell System created apprehension 
among the independents. After some negotiation between the 
American Co. and the independents, the former company sent a com- 
munication to F. B. McKinnon, president of the United States Inde- 
pendent Telephone Association, which has since come to be known as 
the “Hall Memorandum,” dated Juno 14, 1922, 83 stating the Bell Sys- 
tem’s position relative to acquisitions. Briefly, the Bell System 
agreed to make no purchases of, or consolidations with, independ- 
ents unless demanded for the convenience of the public or unless 
special reasons existed making the transaction desirable for the pro- 
tection of the general public sendee or Bell System property. Under 
the guise of these two exceptions, the Bell System, since 1922, has 
acquired many independent telephone properties. The American 
Co.’s construction of the Hall Memorandum was such that there were 
very few instances where a purchase of an independent would be 
repugnant to the terms of the memorandum. The succeeding history 
of acquisitions indicated that the Bell System has consistently 
followed this policy, keeping in mind always the desirability of main- 
taining friendly relations with independents and with the United States 
Independent Telephone Association. During 1922 to 1934, in- 
clusive, the Bell System acquired by purchase 961,110 stations from, 
and sold 106,717 stations to, independents, a net gain of 854,393 
stations. 84 In addition to these acquisitions there was a considerable 
number of stations, the control of wliich was acquired by the purchase 
of stock or other means. In 1924, a systematic procedure in obtain- 
ing data on desirable independent properties was instituted. In that 
year and again in 1927, vice presidents of the American Co. requested 
the associated companies to furnish lists of independent companies 


** 42 Stat. 27, C. 20. 

“ For detailed discussion see exhibit 2090-D, pp. 80-89. 
M See table 35, p. 140. 
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which they considered desirable additions to the Bell System. In 
response, the associated companies reported 1,056 companies owning 
1,718,413 stations as desirable additions to the system. By the end 
of 1934, 411,638 stations relating to 470 of the reported companies 
had been acquired. 86 

The vigorous opposition of the independent telephone companies 
and the United States Independent Telephone Association to the 
Bell System’s acquisition policy under the latter’s interpretation of 
the Hall Memorandum, availed them nothing. They insisted that 
Bell System sales to independents must equal Bell System purchases 
in order that a strong system of independents might remain. The 
Bell System refused to accede to such demands. 

(2) Division oj toll revenues on interchanged business . 36 — Although 
the Bell System controls approximately 82 percent of the telephones 
in the United States, as well as 98 percent of the toll wire mileage, it 
operates only some 6,700 of the approximately 20,000 exchanges in 
the country. Toll messages originated by or destined for subscribers 
at approximately 13,300 exchanges, mav, and generally do, make use 
of the services and facilities of both Bell and independent companies. 
A certain amount of the toll traffic of these exchanges is handled 
wholly over independent facilities, but the discussion here is limited 
to the traffic interchanged between the two groups. 

The history of the division of toll revenues on interchanged business 
has been one of frequent protest by various independents with respect 
to the amount permitted them by Bell System companies. The 
division of such revenues has been characterized by the consistent 
lack of uniformity in the basis for the amounts paid as between various 
independent companies and Bell System companies. Bell System 
studies during the past years show that there is apparently no relation 
between the cost to connecting companies of originating and termi- 
nating interchanged business, and the compensation received therefor. 
The provisions of the typical Bell System connecting company con- 
tract relating to compensation for originating and terminating toll 
business appear to be prescribed by the Bell System rather than to be 
the result of arms-length bargaining between the contracting parties; 
this result is probably inevitable in view of the Bell System’s superior 
bargaining position resulting from the necessity of the independents 
to connect with the Bell in order to supply their patrons with a com- 
prehensive Nation-wide service. The Bell System standard con- 
necting company contracts provide specifically that the compensation 
to the connecting companies is not intended to cover compensation 
for the use of facilities provided and services rendered between the 
subscribers’ stations and the toll switchboards. It is stated in the 
contracts that compensation for the above-mentioned services and 
the use of facilities is covered by exchange rates. 

Provisions of the typical Bell System connecting company contracts 
relating to interchanged business are drawn up by the Bell System. 
They define largely the traffic to be interchanged and determine, 
among other things, the point or points on the system of the connecting 
company at which business may be originated for Bell System points; 
the point or points at which the two systems shall be connected; the 
route or routes to be follow ed by the interchanged business, including 
the specification of the point or points of connection at which the de- 
livery of messages to and from each system is to take place; the method 

*• See exhibit 2096-D, pp. 55-61. *• See exhibit 2096-D, pp. 111-122, and appendix 8. 
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of operation on messages originated at the connecting company sys- 
tem; and the method of division of revenues on the commission I 
schedules applicable thereto. In addition to these matters, the con- i 
tracts establish a number of mutual obligations, most of which are I 
designed apparently to establish a substantial degree of Bell control 
over both the operations and methods of the connecting companies. 
They contain clauses limiting extension of service to other companies; | 
require uniformity of operating methods and routings ; provide that the 
toll rates between Bell points and connecting company points must be 
computed on the same basis as the inter-Bell rates; and require that 
each company must construct, equip, maintain, and operate its system 
in such manner that good telephone service shall be furnished to. the 
public at all times, and provide adequate toll and exchange facilities 
therefor. 

(3) Bell System cooperation with independents. — In an address to the 
annual convention of the United States Independent Telephone Asso- I 
ciation, in 1922, Vice President Hall of the American Telephone & 
Telegraph Co., laid the foundation for cooperation between the Bell I 
System and the independents with respect to uniformity of rate pro- 
cedures and comparisons and for collaboration between the Bell 
System and independents in appearances before legislative bodies for 
the mutual benefit of both parties. The execution of this policy, it 
was believed, would improve public relations of the telephone industry I 
generally and make it easier for both groups to prevent unfavorable 
legislation and unfavorable rate adjustments. | 

Bell System relations with independent manufacturing companies. — i 

Since 1919, Bell System relations with independent manufacturers of 
telephone apparatus and equipment have been characterized by an 
attitude of sufferance on the part of the former. This policy was 
epitomized by E. V. Cox, assistant vice president of the American Co., 
in testimony given in the Baltimore rate case when he said: 37 

* * * The Western Electric Co., by virtue of its Bell System relations and I 

volume, is in a position to undersell any independent telephone manufacturing 
company in the country. It could put them out of business if that was considered 
to be the ethical thing to do. * * * 

Table 36. — Net sales of major independent telephone equipment manufacturers to the 

Western Electric Co ., 1 1926-34, inclusive I 


Year 


1926 

1927 

1928 

1929 

1930 

1931 

1932 

1933 

1934 

Total 

1 Figures supplied by various companies. Sec exhibit 292, table II, p. 9. 

* Automatic, Kellogg, Stromberg, North, Leich, and Reliable. 

Note.— Stromberg’s sales include telephone equipment sales only. Figures of the other companies are 
total sales inasmuch as their respective percent of nontelepbone business is quite small. 

17 West v. Chesapeake it Potomac Telephone Co., 296 U. 8. 662, Transcript of Record, Vol. 1, p. 181. 
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Total net sales 
of 6 major in- 

Net sales of major inde- 
pendents 1 to Western 
Electric 

dependents * 

Amount 

Percent of 
total 

$27, 170. 344 

$11,563,635 

42.55 

21,274.960 

7. 726, 472 

36. 31 

2tl, 008. 979 

6,193,316 

30.95 

24, 250, 506 

9,152,061 

37.73 

24. 170. 259 

10,086,057 

41 .72 

13, 791,043 

4,119, 193 

28. S6 

7, 907, 761 

4, 518. 931 

56.71 

6,041,540 

2,947,057 

48.77 

7, 582, 760 

2, 813, 708 

37. 10 

152, 258, 152 

59, 120, 430 

38.82 
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Tablb 37. — Comparison of total average annual sales of Western Electric Co, 
with those of principal independent manufacturers of telephone apparatus and 
equipment l t 1926-84, inclusive. 


Company 

Amount * 

Percent of 
total 

Western Electric Co 

$231,701,389 

91.6 

Independent manufacturers: 

Automatic Electric Co. . . 

8, 637, 898 
6,614, 113 

4, 471,670 
566, 728 
443, 536 
429, 462 
177,920 

3.4 

2.6 

1.8 

.2 

.2 

.2 

.1 

Strom berg*Carlson Telephone Manufacturing Co 

Kellogg Switchboard A Supply Co 

Reliable Electric Co 

North Electric Manufacturing Co 

Cook Electric Co 

Leich Electric Co 

Total, independent manufacturers 

21,341,327 

8.4 

Grand total 

253, 042, 716 

100.0 



* Figures supplied by the various companies. See exhibit 292, table I, p. 7. 

* Includes sales of telephonic and nontelephonic apparatus, equipment and supplies, and resales of pur* 
chased equipment and materials. 


By a series of contracts, beginning in 1919, the Western Electric Co. 
has assumed a dominating position in the business of the major 
independent suppliers. The independent suppliers secure a large 
portion of their business from orders placed with them by the Western 
Electric Co. During the 9-year period 1926 to 1934, inclusive, 38.82 
percent of the net sales of six major independent suppliers 38 consti- 
tuted sales to Western. This information is set out m table 36 on 
page 144. Without this business from Western, some of the inde- 
pendent suppliers would probably be unable to survive, because of 
Western’s position as the manufacturer and supplier of the Bell 
System, w r hich owns approximately 90 percent of the total book value 
of telephone plant and equipment and 80 percent of the total telephone 
stations in the United States. The relative importance of the princi- 
pal independent manufacturers of telephone apparatus and equipment 
is reflected in table 37, which presents a comparison of their total 
average annual sales for the 9 years 1926 to 1934, inclusive, with the 
total average annual sales of Western for the same period. 

In view of the fact that a large proportion of the total sales of these 
independent manufacturing companies is represented by sales to 
Western Electric Co., and the extent to which they may be dependent 
on these sales for their continuance in business, they cannot be 
considered as offering any material competition to the Western 
Electric Co. in the telephone equipment manufacturing field. 

Summary. 

From the preceding pages of this chapter, it is evident that the 
Bell System has developed a Nation-wide, unified system to monop- 
olize the telephone part of the national communication field. Its 
watchword has been “One system, one policy, universal service.” 
This policy has been reflected in the Bell System’s development of 
telephone service both in local exchanges and in the long distance 
fiela. It dominates the manufacture of telephone apparatus, equip- 
ment, and cable in the United States. It has dominated the develop- 
ment of the telephone art. The furnishing of telephone service has 
always been considered by the Bell System as a natural monopoly 


» Automatic, Kellogg, Stromberg, North, Leich, and Reliable. 
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and it has deemed competition to be harmful from the viewpoint of 
both the subscriber and the stockholder, harmful to the subscriber 
because of the expense incident to duplicate facilities and harmful to 
the stockholder because of the threat to profits. The Bell System 
has achieved its dominant position in the telephone communication 
field through the prevention and elimination of effective competition. 

At the present time the independent telephone companies, including 
operating and manufacturing companies, supply a relatively small 
proportion of the Nation’s telephone service requirements. With few 
exceptions the independent operating compames are in the smaller 
towns and communities. In 1934, there were 16,968,845 telephone 
stations in the United States, of which 13,457,888 were owned by the 
Bell System and 3,510,957 were owned by companies outside the 
Beil System. From the standpoint of revenues the Bell System 
stations are, of course, much more productive than the stations of the 
independents on the average. In the manufacturing field the Western 
Electric Co. sells approximately 90 percent of all telephone apparatus, 
equipment, and cable sold in the United States. 

Since the amendment of the Interstate Commerce Commission Act 
by what has been called the “Willis-Graham Act” in 1921, there has j 
been increasing cooperation between the Bell System and the inde- 
pendents. This changing attitude is undoubtedly occasioned by 
many considerations among which may be the desire of the Bell Sys- 
tem for the aid of the independents for lobbying activities before 
legislative bodies and to lessen the pressure of independents for higher 
commissions on interchanged business. The independent manufac- 
turers sell substantial amounts of equipment to the Western Electric 
Co. for use by the Associated Bell Companies and this relationship 
results in a certain measure of dependence of such independent manu- 
facturers on the policies and practices of the Bell System. 
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CHAPTER 6 


THE LICENSE SERVICE CONTRACT 


In chapter 1, section 2, of this report brief mention is made of the 
license contract relations between the parent and the operating 
companies of the Bell System. This chapter contains a brief descrip- 
tion of the license contract, its history, the claims advanced by the 
American Co. in support of the license fee, an analysis of these claims, 
and of the significance of the contract. 


Purpose and Functions of the License Contract. 

The statement of the license contract now in effect between the 
American Co. and the 21 licensee companies 1 operating in the United 
States 2 purports to cover “services, licenses, and privileges.” 8 It 
was executed in 1930 and 1931 by all those companies 4 except 
the Pacific Telephone & Telegraph Co., which company finally 
executed in March 1936 a memorandum agreement practically em- 
bodying the existing standard form of license contract. 6 The current 
statement of the license contract is in standard form, although there 
are variations in the territorial provisions for each licensee. 

The contract licenses the licensee company to use within its terri- 
tory all telephones and telephonic devices, apparatus, methods and 
systems needed for its business which are covered by patents now or 
hereafter owned or controlled by the licensor, or which it may have 


i The long lines department is only a department of the American Co., rather than a se parate corporation 
and thus cannot legally have a contract with that company. There is an understanding, nowever, between 
the general department and the long lines that the latter is to receive "services of the same general character 
as those received by Bell System licensee companies," and from 1915 to 1936, the long lines was billed by the 
general department for the same percentage of gross revenues as was collected from the licensee companies 
under their contracts. In 1936 there was initiated the practice of billing long lines for a portion of the gen- 
eral deportment’s expenses, excluding taxes and so-called financial costs, which represented its alleged cost 
of performing the work for the long lines. See p. 166, footnote 86. 

i The American Co. also has license and service agreements with the Bell Telephone Co. of Canada, Ltd., 
and Transpacific Communication Co., Ltd., See exhibit 130, p. 105-109. The Canadian Co.'s existing 
contract, executed May 16, 1923, differs in some respects from that of the associated companies, notably 
with respect to the patent and financial provisions. This company pays only a 1-percent fee. The Trans- 
pacific Co. (dissolved in 1936) under its agreement with the American Co., dated October 27, 1932, was 
entitled to services from the long lines department, such as engineering its plant, for which it was to reim- 
burse the American Co. at cost. In addition, the Transpacific Co. was also to have available to it the 
“services, licenses and privileges" allegedly furnished by the American Co.’s general department under the 
license contract with the associated companies, and to pay therefor on the same basis as those licensees. 

The Cuban-American Telephone A Telegraph Co. has no service contract with the American Co. 

* See testimony of W. 8. Gifford, president of the American Co., Transcript of Record, Federal Communi- 
cations Commission, Special Investigation, Docket 1, p. 946. A specimen copy of the current contract will 
be found in appendix 7. 

* See exhibit 130, pp. 97-99. 

* The license arrangements with the Pacific Co. were, until March 10, 1936, embodied in that company’s 
original license of May 7, 1880, as subsequently modified by letters, etc. See exhibit 130, at pp. 10—12, 92-93. 
It appears however, that a tacit understanding existed between the American Co. and the Pacific Co., as 
the result of which the latter operated under the same license arrangements in fact as did the other operating 
companies. See exhibit 1950-A, pp. 256-257. On March 10, 1936, however, the American Co. and the 
Pacific Co. executed a memorandum which, according to the preliminary recital, stated "the existing 
license and service contract relations" between the two parties. That recital also contained the declaration 
that “The necessity for this memorandum arises out of the making of the registration statement to be filed 
with the Securities and Exchange Commission by the Pacific Co. in connection with its proposed present 
refinancing, and the purpose of this memorandum is to state in convenient form the existing rights and 
obligations of the respective companies under the contract dated May 7, 1880. between the National Bell 
Telephone Co. and the Pacific Bell Telephone Co. (to which the American Co. and the Pacific Co. have 
succeeded as parties), as modified from time to time by wTitten or oral agreements r.nd by the practice of 
the parties." The memorandum then sets forth a description of the contractual relations which, except 
for the few references to the transcontinental lines in the Pacific Co.’s territory, is substantially in the stand- 
ard form in effect for the other licensees. 
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the right to authorize the associated companies of the Bell System 
to use. The licensee is prohibited from disposing of such telephones, 
telephonic devices, etc., without the consent of the licensor, except 
to those properly licensed by the licensor. The licensee is to be 
protected by the licensor from infringement actions arising from the 
use of any telephones, or telephonic devices, etc., which the licensor 
may recommend. The licensor is to maintain arrangements whereby 
telephones and other telephonic devices and apparatus needed for the 
business of the licensee may be manufactured under the patents 
owned or controlled by the licensor, or under which it may have 
the right to grant licenses to others, and made available to the licen- 
sees, “at prices which shall be reasonable and not higher than the 
lowest prices charged by the manufacturer from time to time to 
others under similar circumstances." 

The licensor agrees: (1) to prosecute continuously fundamental 
work of research in the development of telephony and of plans, etc., 
designed to improve telephone service and to promote safety, economy, 
and efficiency in the equipment, construction, and operation of the 
telephone plants of the associated companies of the Bell System, 
and to render available to the licensee the results of such work, acquir- 
ing or securing the use of patents held by others if this be necessary; 
(2) to furnish to the licensee (a) advice and assistance in general 
engineering, plant, traffic, operating, commercial, accounting, patent, 
legal, administrative, and other matters pertaining to the efficient, 
economical, and successful conduct of the licensee's business, (6) 
advice and assistance in financial matters, and (c) assistance and 
cooperation in connection with employees' well-being. The licensee 
is given the right to extend to connecting companies within its terri- 
tory, on such terms and conditions as it may determine, the benefits 
of such engineering and other technical advice and information as it 
may receive from the licensor. 

The licensor agrees further to maintain such an organization of 
trained specialists as will enable the above-outlined work “to be so 
done as to relieve the licensee from the necessity of attempting to 
perform said work for itself." 

The remaining provisions relate mainly to extraterritorial or toll 
connections. 6 The American Co. agrees that it will maintain con- 
nections between the licensee's telephone system and the systems of 
other associated companies of the Bell System and between places 
in the territory of the licensee which the latter is not authorized to 
connect; and that the licensee may extend to its customers, and its 
connecting companies within its territory, the privilege of using these 
connections, upon payment of the regular tolls therefor. There are 
also stipulations with respect to the manner in which connections for 
toll communications are to be made, and the compensation the licen- 
see is to receive for calls originating at the licensee's exchanges and 
for calls originating elsewhere. 

Although the contract states that the charge to the licensee, “in 
consideration of the premises and for all benefits accruing to the 
licensee hereunder," is 2 % percent of gross telephone earnings, the 
actual rate of payment since January 1, 1929, has been 1% percent, 
subject to the right of the American Co. to increase the fee to the 
stated 2% percent upon 4 months' notice. 

• See exhibit 1361, pp. P-10. 
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History of the License Contract 7 

The license contract was originally an agreement between the Bell 
parent organization and certain licensees which provided for the leas- 
ing of telephones and licensing their use, hence the name. Until 1927 
the parent company deemed it wise to retain ownership of the tele- 
phone instruments, and exploit them through rental arrangements 
with the various licensees. 8 The retention of title to the instruments 
was made possible originally by the fact that the licensor held the Bell 
patents on those instruments, and, after the expiration in 1893 and 
1894 of the original patents, by the licensor’s stock control of most 
of the licensees. 

Possession of title to the instruments permitted the licensor more 
easily to guard against patent infringements, and to provide for the 
maintenance of the instruments in a satisfactory operating condition. 
In addition, retention of title afforded the licensor company a continu- 
ous income in the form of rental payments. Prior to the expiration 
of the original Bell patents on the instruments in 1893 and 1894, their 
ownership enabled the licensor to dictate the rates to be charged the 
telephone patrons by the licensees, and to prescribe the character of 
the service and the territory to be developed by the licensees. 

Temporary licenses (1877-81 ). — The early Bell patent holders were 
uncertain as to the future course of the telephone industry. They 
took advantage of their patent position not only to retain the owner- 
ship of the telephone instruments, but also to impose many restrictions 
upon the licensees. The first licenses issued by those controlling the 
Bell patents were, in effect, agency agreements, whereby certain indi- 
viduals or companies were given the right to rent the telephones, 
within assigned areas, at prices to be fixed by the Bell licensor com- 
pany. The agents were to collect the rentals and royalties from the 
users, and transmit the collections, less a specified discount to cover 
their services, to the parent Bell company. The licensor not only 
limited these licenses to short terms, usually 5 years, but also reserved 
the option to purchase, at the expiration of the terms fixed, and at a 
reasonable price but not in excess of actual cost, the property used 
by the licensees in their telephone business. 

First permanent licenses . — The uncertainties of the position of the 
licensees caused by the restricted duration of their tenure and the 
threat of the option of purchase rendered them unwilling to furnish 

T A considerably detailed history of the license contract will be found in exhibit 130. A brief review of 
tbe license contract history of each associated telephone company is contained in the discussion concerning 
each company in exhibit 1362. vols. A-E; see a g. exhibit 1362-B,pp. 209-216, New England Telephone & Tele- 
graph Co. Testimony relative to the history of the licensing arrangements will be found in Transcript of 
Record. F. C. C., Special Investigation, Docket 1, vols. 9-12. The witnesses from the American Co. were 
President W. S. Gifford, Comptroller Heiss, Assistant Comptroller Crunden, General Auditor J. W. Green, 
and J. H. Ray, of the legal department. 

■ UntD 1902, the license contract provided that the licensee was to charge its subscribers such rental and 
royalty for the telephones as the licensor prescribed. In return for telephone instruments supplied to it, 
the licensee was to pay to the licensor a certain percentage of the telephone rental and royalty so fixed, retain- 
ing the balance as its compensation. As of January 1 , 1902, the licensor introduced a change in the basis of 
payment by the licensees, shifting from the number of telephone instruments furnished to the operating 
companies to 4 Yx percent of the gross earnings of those companies. The license fee remained at percent 
of gross earnings until January 1 . 1926, although, as of January 1 , 1913, there was a modification in the method 
of calculation of the fee, avowedly made in order to conform it to the new accounting system established by 
the Interstate Commerce Commission. In 1926, the fee was reduced to 4 percent, the reduction to be efiec. 
tive as of January 1, 1926, for a period of 1 year, and thereafter until discontinued upon notice by the Ameri- 
can Co. of not less than 4 months. The next reduction in the fee, to 2 percent, occurred in December 1927 
In connection with the sale of the telephone instruments to the licensees and the concomitant termination 
of the rental arrangements; the efl ective date of this reduction being January 1 , 1928. The American Co., 
however, still expressly reserved the right to withdraw the reduction made in 1926, upon not less than 
4 months’ notice. Tbe last change in the fee, announced in December 1928, reduced it by another one-half 
of 1 percent, as of January 1, 1929, although again, the licensor retained the right to withdraw this reduction 
upon 4 months' notice. Consequently, the present fee is 1 Vi percent of gross telephone revenues, although 
the American Co. possesses the light to raise the fee to percent, the amount stated in the license contract, 
upon 4 months' notice. 
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adequate capital for the operation and development of their business. 
The same factors made it difficult, if not impossible, for them to 
secure capital elsewhere. Consequently, the parent Bell company, 
the licensor, decided to and did grant perpetual licenses to replace 
the existing temporary licenses. 

Although the necessities of the situation compelled the granting of 
permanence, the licensor still sought to maintain some interest in, and 
control of, the telephone business of its licensees. The possession of 
the basic patents together with the option of purchase enabled the 
licensor so to condition its concession as generally to secure the de- 
sired interest and control. 9 Most important of the demands of the 
licensor was that for a certain percentage, varying from 30 to 50 per- 
cent, and usually 35 percent, of the capital stock of the licensees. 
This so-called franchise stock formed a substantial nucleus for the 
acquisitions of stock vesting control of the associated companies in 
the licensor company. Other stipulations imposed by the latter com- 
pany as part of the transaction whereby the perpetual licenses were 
conferred were a prohibition against the borrowing of money by the 
licensees without the licensor’s consent, that the licensor was to be 
represented on the licensee’s board of directors or executive committee, 
or both, the requirement that licensees were to report as to their opera- 
tions pursuant to the request of the licensor, etc. 

The permanent licenses executed in the period from 1881 to 1918 
usually were in a standard printed form for all the licensees, with such 
additions or modifications as were necessary to fit the contract to the 
situation of any particular licensee. The chief matters covered 
by the terms of these contracts were (1) the furnishing of the telephone 
instruments and apparatus for exchange, private lines, and extra- 
territorial connecting-line business, and (2) the making of extraterri- 
torial or toll connections. The licensor w~as to fix the rental and 
royalty to be charged by the licensee to its customers. The licensee 
was to pay the licensor, as rental and royalty for the instruments 
furnished to it, a stipulated percentage of the rental and royalty fixed 
for the customers. 

In the period in question, the matter of the performance of work 
for the licensees by the parent Bell company was not expressly men- 
tioned in any formal contract between the licensor and licensees, 10 
with the possible exception of a memorandum agreement executed in 
1907, by American Bell Telephone Co. and Southwestern Telegraph & 
Telephone Co., a New York corporation operating in Texas. In that 
memorandum, two somewhat cryptic allusions were made to the fact 
that American Bell had been, and was to continue, furnishing other 
services and things. 

The “ Restatement ” of 1918 . — Despite the absence from the license 
contracts of formal provisions requiring such activity, the licensor 
company, at an early date, began performing some work in telephone 
engineering and research, as well as concerning itself with other aspects 
of the operations of the licensees, such as accounting, financing, etc. 
In the telephone rate controversies which began about 1908, the 
license contract payment, then 4 ){ percent of gross revenues, was 
challenged. The defense of the local telephone company was directed 

• See exhibit 1362-A, pp. 5-9. 

•o Some of the contracts did include an agreement by the licensor company to handle at Its own expense 
all cases of patent infringements relating to the Bell patents. See exhibit 130, pp. 32-33. 
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not only to the value of the telephone instruments rented, but con- 
sisted also of a description of the various kinds of work being done hy 
the licensor and of the alleged benefits to the licensee therefrom. This 
showing was accompanied by the assertion that these services were 
part of the consideration for which the license contract fee was paid. 
This state of affairs, wherein the obligation of the licensees to pay a 
certain fee was fixed, while there was no formal statement obligating 
the licensor to carry on the work it claimed to be part of the considera- 
tion for the fee, apparently became unsatisfactory so far as the rela- 
tions of the licensor with both the public and its licensees were con- 
cerned. In any event beginning in 1914, there were attempts wdthin 
the American Co. to secure the incorporation in the formal license 
contract of a statement of the services, which culminated in the 
redraft introduced by that company in 1918. 

This restatement has been so called because it purported to be merely 
a redraft of then existing license-contract relations. Thus it contained 
a preliminary recital identifying the license contract under which 
the licensee was operating, which noted that that contract had been 
modified “in various respects as shown by letters, by written agree- 
ments, and by the practice of the parties evidenced by a continued 
course of dealings between them,” 11 and that the parties desired 
“for purposes of convenience to state in one instrument and reaffirm 
the contractual relations that now’ exist and have heretofore existed 
between them * * It differed principally from the draft 

of the license contract in general use before 1918 in that it included a 
summary of services to be performed by the licensor for the licensee. 

The first revised license contract to be executed by a licensee was 
dated November 14, 1918, although in October 1918, in its arrange- 
ments with the Postmaster General for the wartime operations, the 
American Co. stipulated that it was to “continue to perform * * * 

the duties hitherto required of it under the license agree- 
ments * * *” and attached a copy of the proposed redraft for the 

Southern New England Co. as a specimen of such agreements. 12 
The restatement was subsequently executed by all the other licensees 
except the Pacific Telephone & Telegraph Co. 13 

Sale oj the telephone instruments to the licensees . u — Until December 
31, 1927, the American Co. rented the telephone instruments to the 
licensees. Effective as of that date, the telephone instruments (re- 
ceivers, transmitters, and induction coils) were sold to the licensees 
and the Western Electric Co., 16 and the license fee w r as reduced from 
4 to 2 percent. The telephone instruments used by the long lines 
department of the American Co. w r ere, as of the same date, transferred 
within the corporate records of the American Co. to the long lines 
department. The instruments were sold for a sum of $14,395,800 16 
in excess of the American Co.’s investment (book cost less related 
depreciation reserve). This w r as the profit realized by the American 
Co. from the transaction. The profit to that company was approxi- 
mately 60 percent of its net investment in the instruments. 

>» For an explanation of these 3 forms of modification, see exhibit 130, pp. 36-37. 

»* See exhibit 130, pp. 62-63; and exhibit 3096-B, pp. 21, 23-25. 
i> See supra, at p. 147. 

» See exhibit 132, pp. 46-68; and testimony of President W. S. Gifford and Vice President A. W r . Page, 
of the American Co.. Transcript of Record, Federal Communications Commission Special Investigation 
Docket 1, pp. 1432-1572. 

«■ The great bulk of the instruments were sold to the licensee companies. They paid $38,183,727 of the 
total amount of $38,572,462 received by the American Co. for the instruments sold. See exhibit 132, p. 49. 
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The price charged the associated companies was calculated on the 
basis of the average price per unit paid to the Western Electric Co. 
for new instruments purchased during the 9-month period ended Sep- 
tember 30, 1927, less a 20-percent deduction based upon estimated 
depreciation. The amount paid by the associated companies was 
$38,183,727, lfl which was almost 82 percent of the American Co.'s 
gross investment of $46,583,315 in the instruments then charged to 
the licensees, and approximately 160 percent of the net investment of 
$23,576,075 in these instruments. 17 

The fairness of the sale is questionable. First, determination of the 
sale price was arbitrary. Determination of the terms of the sale was 
wholly controlled by the American Co. and was in no sense to be con- 
strued as a bargain arrived at after a consideration of the respective 
interests of two persons with diverse interests. As stated heretofore, 
the sale price was based upon the average price per unit paid the 
Western Electric Co. for new instruments during the 9-month period 
ending September 30, 1927, less a deduction of 20 percent based upon 
estimated depreciation. There was no indication that all the instru- 
ments sold the licensees were either similar to, comparable with, or of 
equal value to the instruments purchased during the first 9 months of 
1927. Secondly, the deduction of only 20 percent in the face of a 
depreciation reserve of 49.39 percent of gross book cost, which had 
been accrued against the instruments, resulted in the inclusion of an 
unwarranted increment in the amounts added to the fixed capital ac- 
counts of the associated companies, and insofar as this may be mcluded 
in values fixed for rate-making purposes and in annual depreciation 
charges it imposes an unwarranted burden on the telephone sub- 
scribers. The licensees were forced to invest over $38,000,000 in in- 
struments which originally cost $46,500,000 and which had accrued 
against them a depreciation reserve of $23,000,000. If the Bell Sys- 
tem had been treated as a single unit with individual corporate entities 
existing only for convenience in operation, the amount transferred to 
the licensees' books would have been only $23,500,000 instead of 
$38,000,000. 

Not only were the associated companies burdened with the above- 
mentioned im warranted increment in their fixed capital accounts, but 
they were also faced with the necessity for taking care of rapid obso- 
lescence in the equipment purchased, which resulted from the intro- 
duction and standardization by the American Co. of the hand tele- 
phone set in 1926. The new instrument required a transmitter and 
receiver different from, and not interchangeable with, those required 
for the desk stand and wall equipment which was sold to the associated 
companies. Production of desk stand sets declined rapidly after 1926 
and virtually ceased after 1930. The American Co. disclaims that its 
knowledge of the obsolescence of the existing instruments was a motive 
for their sale to the associated companies. They state that it was 
their reasonable belief in 1927 that continued telephone growth would 
insure the transferred instruments being used during their useful lives 
regardless of the hand set development. The company blames the 
depression with its large loss of telephones, for the rapid decline of 
desk set production after 1927, and its elimination after 1930. This 

18 The amount of $14,395,800 is not the exact profit from the sale of the instruments, due to the fact that 
there was an adjustment made in 1928 amounting to $4,599. The adjusted profit is $14,391,201. This 
adjustment affects the selling price of $38,183,727. See exhibit 1360-B, table 113, p. 498, item 8. 

> 7 The net figure is derived by deducting the depreciation reserve of 49.39 percent which had been accrued 
,on the instruments. See table 15, in exhibit 132, p. 49. 
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statement is not consistent with the fact that major replacements of 
desk set by hand set instruments occurred between 1930 and 1935, 
the period during which the drastic loss of stations referred to by the 
company took {dace. Had it not been for the obsolescence of the 
desk set type, stations regained following the depression could have 
been supplied by reuse of the desk stand type of instrument which the 
associated companies had on hand in abundance. It is difficult to 
see how loss of stations which were later regained had anything to do 
with supersession of the desk set type of instrument by the improved 
hand set type. 

Redraft oj license contract into current jorm . — After the sale of the 
telephone instruments in 1927, the rental provisions of the license 
contract became obsolete. Consequently, after some delay, the 
American Co. introduced a revised form of the contract in which the 
principal change was the deletion of the rental provisions. This 
contract, like the “redraft” of 1918, purported to be only a “restate- 
ment,” there being a recital that in view of the fact that the instru- 
ments were to be purchased by the licensee rather than rented, it was 
desirable “to state and reaffirm in this instrument the license and 
service contract relations which continue in force between them” 
(between the licensor and licensee). 

Sublicense arrangements . 18 

Under the terms of the license contract the licensee was authorized 
to sublicense other companies operating within the territory of the 
licensee, subject to the approval of the licensor. In general such 
sublicenses were granted by the licensee on substantially the same 
terms as those stipulated in the license contracts granted by the Bell 
licensor. 

Since the licensee paid the licensor under the license contract on 
an instrument basis, no provision in the contract altered this charge 
for cases where the use of the instruments was sublicensed until 1902, 
when the 4%-percent payment was introduced. The license contract 
provisions relating to sublicenses merely required that the latter 
conform to the license contract of the licensee, and that the sub- 
licensee be made expressly subject to the enforcement of all the rights 
and remedies prescribed by the license contracts in favor of the licensor. 
Thus, despite the pecuniary interest of the Bell Co. in the execution 
of sublicenses, because of the resulting increase in the use of its tele- 
phones, the proportion of the telephone rentals which the sublicensee 

11 The sublicense represents one of the ways in which the Influence of the American Co. has been extended 
into areas not directly served by its licensees. This arrangement enabled the conversion of possible com- 
petitors into interested participants in the operations of the Bell System. In this connection, the opinion 
of Judge Dever, In Read v. Central Union Telephone Company, in chancery, general No. 299689. term No. 
8062, superior court of Cook Coonty, ID., January 20, 1917, pp. 34-36, should be noted: "Another means 
adopted by the Bell and American companies, to extend the influence of the Bell System in the telephone 
field was by the making of what was described in the hearing as sublicensee contracts. Briefly, these were 
contracts made by the Bell subsidiary or associate companies with independent companies operating in the 
licensed territory of the respective Bell subsidiaries, under which contracts the sublicensee companies were 
given the right to use the Bell instrument and were permitted to make physical connections of their lines 
with the lines of the Bell Companies; the sublicensees agreeing in these contracts to connect their lines exclu- 
sively with the lines of the ‘Bell System’ companies. In other cases the subsidiary Bell companies acquired 
the ownership of stock in independent companies; also in many cases theplants and property of independent 
companies were in various ways merged with the Bell companies’ plants. In some instances the Bell 
subsidiary company would sell a portion of its plant to the independent company and at the same time 
would enter into a contract with such independent company, under the terms of which the latter would 
become a sublicensee. In another instance the subsidiary company would purchase outright the plant of 
an independent competing company and it would thereafter become an integral part of the Bell System 
• • •. There is no doubt that in the early history of the Bell System much of its control of the telephone 
business of the country was acquired by reason of its ownership of the fundamental patents, but as time 
passed. Its stock-controls and sublicensee arrangements became more and more effective and the patent 
rights less important in securing and maintaining its dominant position in the telephone field." 

Digitized by Google 



INVESTIGATION OF THE TELEPHONE INDUSTRY 


154 

secured depended upon how much of the discount given by the licensor 
the licensee would surrender. 

In 1902 the offer proposing the change to a payment of 4 % percent 
of gross earnings in substitution for the rental upon telephone instru- 
ments stated a rule for situations where the licensee had an interest 
in the sublicensee company. 19 

If in any case you have acquired, or shall hereafter acquire, any interest in a 
sublicensee company * * * operating in your territory, a portion of the total 

gross earnings of such company proportionate to your said interest shall be 
treated as a part of your total gross earnings in lieu of a like proportion of your 
actual receipts from that company. 

Under Comptroller Dubois’ circular letter announcing the 1912 
change in the computation of the license fee, 20 if the licensee owned a 
majority of the sublicensee’s stock and the sublicensee were in effect 
operated as a part of the licensee’s telephone system, the same propor- 
tion of the sublicensee’s gross revenues was added to those of the 
licensee as the proportion of stock owned by the latter in the sublicen- 
see. The letter noted that on application for the exclusion of such 
gross revenues of any subsidiaiy company, the question would be 
carefully considered and determined on the facts in each case. Sec- 
tion 11 of the “Restatement” of 1918 contained practically the same 

f >rovision, except that the requirement as to the operation of the sub- 
icensee as a part of the licensee’s telephone system was omitted. 

In 1925 the American Co. and the associated companies considered 
the advisability of extending the benefits and privileges of the license 
contract to the connecting companies of the Bell System, and a con- 
tract for such companies was drafted 21 May 6, 1920. E. S. Bloom, 
then vice president of American Telephone & Telegraph Co., sent to- 
tbe associated companies copies of this proposed contract and a cir- 
cular letter which recited these facts, and then pointed out the relevant 
conditions: 

It was the consensus of opinion that, for the present at least, the benefits and 
privileges of the license contract should not be extended to companies in which 
the associated company does not have a majority of the voting stock. 

One of the stipulations made by the American Co. was that — 

If and when this company offers the associated companies a reduction from the 
oontract rate of 4 % percent for the payment, the same reduction under the same 
terms shaU be offered the sublicensed company by your company. 

In the existing license contract, the emphasis is upon the licensee’s 
stock ownership in, and physical connections with, other companies, 
rather than upon the presence of a sublicense contract. Thus, in the 
determination of the total gross earnings of the licensee for the purpose 
of computing the license contract fee as prescribed in section 1 1 of the 
present contract, there is to be added to the licensee’s gross earnings 
an amount, computed as in the case of the licensee, equal to the 
gross earnings: 

i* See exhibit 130, pp. 44-45, and exhibit 132, appendix 5. 

See exhibit 130, p. 47. 

This contract provided that the licensee was to furnish telephones to the connecting company, and that 
the latter was to have the right to use all patented telephones and telephone devices, etc., which the licensee 
cou Id use; and that the sublicensee would be protected against all actions for alleged patent infringements. 
In addition, the licensee was to furnish advice and assistance in operating and engineering, financing, and 
in the adoption of measures for the maintenance of a contented and efficient personnel. Although the 
benefits to which the controlled connecting company was thus entitled were fewer than those inuring to the 
licensee from the license oontract, the provision for payment by the sublicensee was like that in the license 
contract. When the instruments were offered for sale to the associated companies in 1927, a similar offer 
was made to the sublicensees and a like reduction of the contract fee to 2 percent was given those companies 
which purchased the instruments. 
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* * * for each other telephone company operating in the territory of the 

licensee in which the licensee owns a majority either of the voting stock or of the 
entire capital stock; provided, however, that on application by the licensee for the 
exclusion of all or any portion of such gross revenues of any such operating com- 
pany the question shall be carefully considered and determined. 

Furthermore, section 8 gives the licensee the right to extend to its 
connecting companies within its territory the privilege of using the 
connections with the telephone systems of the other associated com- 
panies of the Bell System ; and also authorizes the licensee to extend to 
the connecting companies, on such conditions as it may determine, the 
benefit ol such advice as to construction, maintenance, and operation 
of plant as it may receive from the licensor. 

Revenues Derived From License Contract Fees. 22 

Consideration of the revenues attributable to the license contract is 
necessary to a full appreciation of its importance in the history of the 

E arent Bell Co. For the period of 14 years 8 months ended Decem- 
er 31, 1894, license fees, “rentals and royalties,” aggregated $24,287,- 
739, or 54.56 percent of the total revenues of $44,513,200 of American 
Bell. Tlus was sufficient to pay all expenses of the company, instru- 
ment maintenance and depreciation, departmental expenses and taxes, 
exclusive of interest and those relating to long lines operations, and 
leave a balance equal to an average return of considerably more than 
100 percent annually on the gross investment in telephone instru- 
ments. 23 In addition to the amounts showm above as license fees, the 
parent Bell organizations, of course, received franchise stock in most 
instances at the time the permanent licenses were granted, and con- 
siderable dividends on such franchise stocks, wliich should also be 
considered in connection with any statement of total revenues from 
the original Bell patents, but which were not reported as such by the 
American Bell Co. in its annual reports to stockholders. On the other 
hand, none of the figures quoted above includes any amount to repre- 
sent the investment in the original Bell patents, nor any amount by 
way of expenses representing amortization of such patent investment 
or value. 

Reductions in the rentals were made in 1894 and 1895, after the 
expiration of the basic Bell patents, but the license fees, i. e., “rental 
and royalties,” for the 5 years ended December 31, 1899, amounted 
to $7,341,286. This was sufficient to pay all of the instrument main- 
tenance and depreciation and departmental expenses and taxes for 
these years, amounting to $4,757,234, and leave a net profit of $2,- 
584,052. If applied to the average gross investment in telephone in- 
struments, this figure would represent an average annual return, dur- 
ing the period in question, of more than 28 percent. 

The total of license fees steadily increased from about $2,500,000 in 
1900 to a peak of more than $34,000,000 in 1927. In terms of per- 
centage of total revenues of the American Co., 24 these fees repre- 
sented approximately 25 and 23 percent for the years 1900 and 1901, 
respectively. From 1902, the year in which the 4^ percent of gross 
revenues fee replaced the “rental and royalty” payment based on 

n The sources drawn upon in the subsequent discussion are exhibit 132, chs. ni and IV, and exhibit 1380- 
B, pj> 387-360, 303-366, 309, 403-404. 

» This base does not Include an evaluation of the Bell patents. 

* The total revenues of the American Co. used In this comparison are, in addition to license fees, divi- 
dends, long-lines- telephone revenues, interest, and miscellaneous revenues. The amounts used for long 
lines in these calculations are not the net income figures. See exhibit 1360-B, p. 402. 
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number of instruments, through 1925, the fees varied from 15 to 18 
percent of the revenues of the American Co. For 1926 and 1927, the 
2 years in which the reduced fee of 4 percent was in effect, the fees 
constituted 15.84 percent and 12.86 percent, respectively, of the com- 
pany’s revenues. The total fees collected for 1926, however, fell off 
only about $400,000 from the total for 1925, while the peak figure of 
over $34,000,000 attained in 1927 was more than $2,000,000 greater 
than the 1925 sum. 

The total of license contract payments received by the American 
Co. in the period 1900 to 1927, inclusive, was $356,017,714. This 
was sufficiently large to cover the total general department expenses, 
taxes, and depreciation, of $226,404,492, and leave a balance of $129,- 
613,222. If applied to the average annual gross investment in tele- 
phone instruments during the period, it would amount to an average 
annual return of about 26 percent. 

The total of license contract receipts naturally dropped off after 
1927 with the reduction effective January 1, 1928, of 2 percent in the 
fee accompanying the termination of the rental of the telephone in- 
struments, and the subsequent reduction of one-half of 1 percent as 
of January 1, 1929. The general business depression after 1929 also 
caused a decrease of the gross revenues upon which the fee was com- 
puted. The sums received as license contract payments decreased 
from approximately $19,000,000, in 1928, to a low of $12,957,975 for 
1934. The amount increased in 1935 by almost a million, to $13,- 
819,198, and continued its climb upward in 1936, when it aggregated 
$15,211,783. 25 For the period 1928 through 1935, the payments in 
question, reduced to terms of proportions, averaged almost 6 percent 
of the revenues of the American Co. 

The American Co.’s Justification of the License Contract Charge. 

The license contract fee long has been a bone of contention in rate 
controversies. The initial basis for the inquiries by public regulatory 
authority into the matter of the license contract is found in the fact 
that the fees paid by the associated companies are included in their 
operating expenses. Thus, if the payments are held to be proper, 
the rates charged by these companies to their patrons are supposed 
to be sufficient to cover, among other things, this item of expense, 
provided other conditions justify a level of rates sufficient to take 
care of these costs. In addition, the license fee is a continuing direct 
payment to the parent corporation, which mav not be suspended in 
the event of reduced net income as would be the case with dividends 
on capital stock of the associated companies. These two factors 
need only to be combined with the third, lack of independent knowl- 
edge by public regulatory agencies of the license contract services and 
costs, to supply an explanation as to whv the license fee has been so 
often controverted. For reasons set fortn elsewhere, 26 these agencies 
have been compelled generally to rely upon the information regard- 
ing the license contract which the Bell System has chosen to supply. 

Position 'prior to 1930 . — Prior to December 1930, when the United 
States Supreme Court decided Smith v. Illinois Bell Telephone Co.? 7 
the legal situation was such as to render it practically impossible for 
public regulatory bodies to remedy this lack of independent knowledge, 

11 $66,560 of this sum attributable to the long lines department, was not billed by the licensor to that 
department until July 1037. 

*• See infra, p. 176. 

* 7 282 U. 8. 133. 
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or, in fact, to accomplish very much in the way of regulation of the 
license contract. The Bell licensees took the position in the many 
rate controversies that the question of the propriety of the license 
contract was one for the management of the operating companies 
to decide, and that it was, therefore, outside the scope of regulation. 
They contended that it was sufficient to prove that the value of the 
instruments and services furnished was greater than the amount of 
the fee paid, and that the charge was less than would have been the 
cost of obtaining the services from other sources. The cost to the 
American Co. of performing the license contract was declared by the 
Bell companies to be immaterial and irrelevant to the issues of the 
propriety of the contract and the fee charged thereunder. 

In 1922, 38 and again in 1923, 29 the United States Supreme Court 
in effect approved this position when, on the evidence then before it, 
it upheld the license contract and indicated that bad faith or an abuse 
of discretion by the officers of the operating company had to be shown 
in order to secure a disallowance of the operatmg expense involved. 
These two cases were followed in many subsequent court and com- 
mission opinions until the Illinois Bell case of 1930. 

Despite the position of the Bell companies that the costs of the 
American Co. were irrelevant and immaterial here, the insistence of 
some State commissions that they be given information as to these 
costs led to the preparation before 1930 by the American Co. of 
general estimates of the costs. 30 These estimates, which were used 
m rate cases during the period in question by Comptroller Heiss of 
the American Co.’s general department, were not very detailed, em- 
ploying total operation expenses, taxes, rents, and miscellaneous 
expense, and certain financial costs. 81 

The decision in “Smith v. Illinois Bell Telephone Company” — The 
decision of the United States Supreme Court in this case marked a 
definite turning point in the attempts at public regulation of the license 
contract, and thus in the proof developed by the American Co. in 
defense of the contract. Therein, the Court, in effect reversing the 
Southwestern Bell cases f supra , on this point, was not content with 
proof of the value of the license contract services, but ordered that 
the cost to the American Co. of furnishing the services in question 
should be found. The Court said in part: 32 

In view of the findings, both of the State commissions and of the court, we see 
no reason to doubt that valuable services were rendered by the American Co., 
but there should be specific findings by the statutory court with regard to the cost 
of these services to the American Co. and the reasonable amount which should be 
allocated in this respect to the operating expenses of the intrastate business of 
the Illinois company in the years covered by the decree. 

The license contract relations were thus removed by the Smith 
decision from the realm of management, where they had enjoyed sub- 
stantial immunity from public investigation and regulation and 

»• City of Houston v. Southwestern Bell Telephone Company, 259 U. S. 318. 

** State of Missouri, ex rel. Southirettern Bell Telephone Company v. Missouri Public JSerrice Commission > 
962 U. 8. 276. 

»• Sec exhibit 1950-A, eta. II, pp. 59-112. 

« Discussion of the treatment by Heiss at this time of a possible deduction for nonlicense activities of 
the American Co. is deferred until the subsequent exposition concerning the present nonlicense deduction. 
Infra, pp. 163-165. 

n 282 U. S. 133, 157. See also Western Distributinq Company v. Public Serrice Commission of Kansas > 
285 U. S. 119; Natural Oas Pipeline Company of America v. Slattery, 302 U. S. 300. Appendix 8 contains a 
Bet of court and commission cases Involving the license contract which were decided after the Smith case » 
supra. The U. S. Supreme Court has not passed upon the American Co.’s showings with reference to the 
license contract since the Smith case. 
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placed within the power of the public regulatory agencies for scrutiny. 

Justification ojf the license contract fee after 1930 . — Since the Illinois 
Bell decision of 1930, the cost to the American Co. of performing the 
license contract rather than the value of such performance to the 
licensees has become the paramount issue with respect to the pro- 
priety of the license payment as an allowable operating expense of the 
associated companies. In practice, this means that in proceedings 
involving the level of associated company rates, it is insufficient for 
the company to make a showing as to the value of the work allegedly 
performed for it by the American Co., under the guise of license con- 
tract services. Tne company now must present also a satisfactory 
showing with respect to the costs it contends are incurred by the Amer- 
ican Co. in conducting such work. This showing is usually made 
through an employee of the American Co. appearing on behalf of the 
associated company. Consequently, the following discussion of the 
American Co.'s justification after 1930 of the license contract fee 
treats not only of elements advanced by the company's representatives 
as justification for the license fee, but also of the allocations of the 
costs connected with these elements. 

It was previously observed that Comptroller Heiss of the American 
Co.'s general department used general estimates of license contract 
costs in the rate cases of certain associated companies before 1930. 
Showings as to these costs made by representatives of the American 
Co.'s general department 33 in rate proceedings after the Smith case 
of that year have become more polished and refined. 

There is one fact, however, wnich is basic in all the license contract 
cost estimates of the American Co., from the first ones down to those 
of the present day, 34 namely, that the general department does not 
record its expenses on its books in such fashion as to segregate currently 
or permit a segregation of the expenses incurred in the performance 
of the license contract. 35 Thus, in order to determine what expenses 
are to be classified as license contract costs, it is necessary to analyze 
the expenses with reference to the functions or activities giving rise 
to them and the relation between those functions and the license 
contract. This means that the attitude and judgment of the person 
or persons responsible for the allocations of expenses to license con- 
tract costs toward the relation of the various activities of the general 
department to the contract play a decisive role in the computation of 
such costs. 36 

Schedule 1 of appendix 9, drawn from the statements of license 
contract costs prepared by the comptroller's department of the Amer- 
ican Co. for the recent Louisiana Rate case* 1 sets forth the costs which, 
according to the American Co., it incurred in performing the license 
contract services in 1936. This schedule is illustrative of the type of 
break-down of costs the company has made since the Chicago rate case 
hearings of 1932, where this kmd of showing was first used. 38 It 


M Comptroller Heiss and Assistant Comptroller Cranden of the American Co. have been the principal 
witnesses with respect to the license contract cost statements introduced into rate cases of the licensee*. 
Most of the other members of the general department who have testified concerned themselves with the 
technical work allegedly conducted under the license contract. 

x The character of the various showings of license contract costs which have been made by the American 
Co. since 1920 has been reviewed in exhibit 1950-A, pp. 19-37, and exhibit 1951-B, pp. 102-112. 

M See testimony of Assistant Comptroller Crundcn, of the American Co., Transcript of Record, Federal 
Communications Commission, Special Investigation, Docket 1, at pp. 1303-1308. 

* See exhibit 1950-A, pp. 200-202; also pp. 62-65, 114-115, 191-193; and testimony of Crunden cited in the 
preceding footnote. 

17 Southern Bell Telephone St Telegraph Co. v. LoulHana Public Service Commisrton, 174 So. 180 (La. 8up. 
Ct. 1937). 

> a The nature of the break-downs made in the telephone rate cases of 1931 is treated in exhibit 1950-A, pp. 
113-147. 
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will be noted that the total of alleged license contract costs shown on 
the schedule, approximately 23# million dollars for 1936, exceeds the 
total license contract receipts of about 15# million dollars for that year 
by more than 8 million dollars. This condition is by no means pecu- 
liar to 1936. Beginning with the year 1928, alleged costs have ex- 
ceeded receipts by substantial amounts, ranging from about 2% 
million dollars to more than 12 million dollars. 39 

Another fact to be observed by reference to the schedule in question 
is that, after the nonrecurring special investigation expenses are com- 
pletely excluded from the picture, the total license contract costs 
aggregate approximately 95 percent of total departmental costs. 89. 
The reason for this result is treated at a subsequent point. 40 

(1) Elements considered by the American Co . in allocations oj expenses 
to alleged license contract costs . 41 — It was pointed out above that the 
American Co.’s allocations of expenses as license contract costs de- 
pend upon the exercise of judgment by the officials responsible there- 
for as to the relation between the license contract and the functions 
or activities causing the expenses. It is important therefore in con- 
nection with this review of the showings of license contract costs made 
by the American Co’s representatives to indicate also the functions or 
activities for which the expenditures were incurred. 

(a) The work of the general department: 42 The general department 
manages the assets of the American Co., 43 which consist principally of 
of stock of the operating telephone companies, now in the amount of 
more than 2 billion dollars, which yielded approximately 166 million 
dollars in dividends in 1936. 44 The assets under the supervision and 
control of the department also include a large sum represented by 
advances to the Bell System companies. 46 The loans to the associated 
telephone companies approximated 95# million dollars as of Decem- 
ber 31, 1936, 40 on which interest is currently levied at the rate of 5 
percent per annum 47 (4.9 percent per annum if paid monthly). 

The general department of the American Co. also conducts the work, 
other than that of the technical research and development, allegedly 
performed by that company in fulfillment of the license contract. 
The technical research and development activities are carried on by 
Bell Telephone Laboratories, Inc., although the general department 
still contains a development and research department, apparently of 
a supervisory nature. The work of the general department is depart- 
mentalized, and includes the following departments: 48 Development 
and research, operation and engineering, operation — general, personnel, 
information, legal, comptroller, treasurer, secretary, general service 
bureau, and administration. Some of the functions of these depart- 
ments consist of studies of the problems of the Bell System, or the 

•• For a statement showing license contract receipts and alleged costs, 1923-30, inclusive, sec appendix 9. 

* See infra, at pp. 167-108. 

« Whenever costs or license contract costs are mentioned in the discussion under this subchapter heading 
and the remainder of this chapter, it Is understood that the reference is to costs alleged to be incurred by the 
American Co. on account of license activities and are to be considered at no time as costs admitted by the 
investigation staff or the Commission. 

« See exhibit SO, pp. 31 tt.; exhibit 1300-A, pp. 156-165: exhibit 131, pp. 1-7. 

For a discussion of the composition of the assets of the American Co., see exhibit 1300-B, pp. 516-534. 

44 Bee annual report of the American Co. for 1936, pp. 24-26. For statements showing the dividends re- 
ceived by the American Co. before 1936. see exhibit 1360-B, pp. 389, 394-397. 

«• See exhibit 1300-B, pp. 523-526. The amount of interest which the American Co. has received is shown 
in that exhibit ay>p. 389, 395-397. 

« See Annual Report to Stockholders of the American Co. for 1936, p. 27. 

Until Oct. 1, 1936, this rate was fixed at 6 percent (5.88 percent net). 

* For a description of the functions, personnel, and expenses of all but the operation and engineering and 
the development and rese arch departments, see exhibit 1950- A , pp. 29-58. Similar data on the two excepted 
departments will be found in exbJh** *95l-B, pp. 1-24. 
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furnishing of advice and assistance directly to the licensees. Other 
work, such as that conducted by the general service bureau, is con- 
cerned with assistance to departments of the general department. 

(b) The research and development work: 49 As reference to schedule 
1, appendix 9, will show, the research and development costs constitute 
by far the largest single item of departmental costs included in those 
ascribed by the American Co. to the license contract. They aggre- 
gated approximately 9% million dollars in 1936, as against total de- 
partmental license costs of about 19 million dollars, or roughly one-half 
of that total. Bell Telephone Laboratories, Inc., now carries on re- 
search and development work for the American Co., as well as for 
Western Electric, and Electrical Research Products, Inc. 60 In 1934, 
the American Co/s development and research department was con- 
solidated with the Bell Telephone Laboratories, leaving under Dr. 
Jewett, as an American Co. vice president in charge of the department, 
a small administrative office force, and a London office for foreign 
contacts. Dr. Jewett is also president of the Laboratories. Since 
that consolidation, work of the character formerly conducted by the 
development and research department of the American Co. has been 
within the scope of the functions of Bell Telephone Laboratories. 

The proportion of the billable expenditures of the Laboratories 
charged to each of its three “customers, ” the American Co., Western, 
and Electrical Research Products, Inc., for the period 1925 through 
1935, is shown in table 40, page 196, infra. It will be observed from 
that table that the proportion of the billable expenditures changed to 
the American Co. steadily increased, while the billings to Western 
have proportionately declined. In 1934 and 1935, however^ the in- 
crease in the proportion billed to the American Co. was due principally 
to the transfer of American Co/s research activities to the Bell 
Laboratories, Inc. 

Authorizations 61 are prepared by Laboratories prior to the inaugur- 
ation of the work, and show the estimated amount of expenditures, 
proposed classification, and distribution of billing for the work. This 
determination of which company should be billed is the result of the 
exercise of judgment on the part of those in charge at Laboratories, 
with respect to the application in the particular case of certain broad 
rules, setting forth the work within the province of each customer 
company. These authorizations for billing are then sent to the cus- 
tomer involved for its approval. If there is an objection by the 
customer as to the amount of the authorization, or as to the propriety 
of the allocation of charges, the matter is referred to the Laboratories, 
and after consideration by it and the customer companies that may 
be concerned, there is an agreement upon the allocation of the expense 
and the appropriate customer approves the authorization. The cus- 
tomers are subsequently billed on a cost 62 basis, for the work done 
under their respective authorizations. 


«• See exhibit 231, pp. 72-79; exhibit 243, pp. 1-205; exhibit 2092, pp. 12-31; exhibit 1951-A, pp. 111-151. 
See al c o testimony of Dr. Jewett, vice president of the American Telephone A Telegraph Co., ana president 
of Bell Laboratories, Transcript of Record, Federal Communications Commission. Special Investigation, 
Docket 1, pp. 2589-2926, and his subsequent let tor to the Federal Communications Commission, exhibit 
243-A, pp. 1-26. and testimony of an assistant chief accountant of the investigational staff. Transcript of 
Record. Federal Communications Commission, Special Investigation, Docket 1, pp. 2571-89, 2931-38. See 
infra, cfa. 7. 

* See table 40 p. 196, for allocation of total engineering and research expenses between Western Electric, 
American Telephone & Telegraph Co., and Electrical Research Products, Inc. 

*i As to the matter of authorizations, see exhibit 243, pp. 4-9; and testimony of Dr. Jewett, Transcript of 
Record, Federal Communications Commission, Special Investigation, Docket 1, pp. 2645-56. 

** Cost as used here includes interest on advances by American Co. and Western Electric Co., to Bell 
Laboratories, the latter having capital stock of only $100,000, and advances from the American Co. and 
Western Electric Co. of over $5,000,000 at the end of 1935. 
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The certain bread ru\ee, referred to above as being used in the de- 
cisions as to billings, will not be given in detail here.” The principal 
categories which these rules are designed to mark off may, however, 
be described in brief fashion. With respect to the distinction of the 
research and development work ascribed to Western from that attrib- 
uted to the American Co., an abbreviated statement of the categories 
has been made by Dr. Jewett, as follows: 64 

* * * When the laboratories was formed in 1925, the Western Electric Co. 

ceased to have an engineering department, and the functions that are normally 
performed by an engineering department of a manufacturing company have been 
continued in the Bell Telephone Laboratories. The work done for the account 
of the Western concerns itself largely with those near-at-hand problems necessary 
for the fabrication of devices or systems which it is expected will be manufactured 
and sold. The Western, therefore, as in the case of any other manufacturer, 
supports such development as can be fairiy immediately incorporated in its 
product. 44 

The American Telephone A Telegraph Co., on the other hand, pays for work 
of a more fundamental character, because it deals with the production of the 
basic knowledge on which specific applications, whether by the manufacturer or 
the operating companies, are later to be based. The work for the American 
Telephone A Telegraph Co. is concerned in general with the first application of 
scientific knowledge to the long-range problems of the communication art. 

It should be pointed out that the expenses for which the Labora- 
tories bills the American Co. do not relate solely to fundamental 
research. Laboratories also furnishes to the associated companies 
advice and information regarding new developments, studies certain 
problems of the operating companies, and recommends changes with 
respect to new apparatus and systems for use by the operating com- 
panies. 

Electrical Research Products, Inc., is, according to the rules of 
Laboratories billed for” “specific development and design work in 
applying principles developed by telephone research to development 
or improvement of special products outside the telephone field, such 
as sound picture systems manufactured by the Western Electric Co. 
or others and sold through Electrical Research Products, Inc.” 

Almost all of the development and research costs of the American 
Co., currently around 9% million dollars a year, are included in license 
contract costs. A deduction, amounting to approximately $500,000 
per year for the last few years, has been made from the above figure 
m arriving at the amount allocated by the company to license costs. 
This deduction is made to cover that part of the cost of research and 
development work which has, or is likely to have, a relationship to 
the apparatus manufactured by Western Electric for sale to non-Bell 
customers, or developments in the nontelephonic field in connection 
with which the American Co., Western Electric, or E. R. P. I. license 
others as manufacturers. Since Western has customers other than 
the licensee companies and long lines, the American Co. considers 
that the costs possibly attributable to the non-Bell customers of 
Western should be eliminated from those costs ascribed to the license 
contract. 67 

■ For a statement of these rules, see exhibit 243, pp. 6-7. 

*» See exhibit 243-A, pp. 18-10; also testimony of Dr. Jewett, Transcript of Record, Federal Communica- 
tions Commission, Special Investigation, Docket 1, p. 2f43, et passim. 

» A study of over 70 percent of the cases performed by Laboratories for Western Electric is presented in 
exhibit 2002, pp. 1-10. 

n see exhibit 243, p. 7. 

«r The mechanics of this deduction are discussed in exhibit 1051-B, cb. IV, pp. 60-80. 
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(c) Patent services: 58 The patent rights secured by the associated 
companies under the license contract are advanced by the American 
Co. and its licensees as one element of the consideration the latter 
receive for their payment. The activities of the American Co. in 
this respect consist of obtaining patent rights through (1) the develop- 
ment and research conducted for it, (2) purchase from owners of 
desired patents, and (3) cross-license agreements. The American Co. 
also undertakes the protection of the associated companies against 
infringement claims. The licensee companies are alleged to benefit 
mainly from the patent activities of the American Co. in two ways: 
First, by their employment of improvements in the telephone art, 
and, second, from the ability of the licensor to conduct development 
and research work for the whole system more economically and effi- 
ciently than the individual operating companies. 

The alleged license contract costs connected with patent services 
consist chiefly of the cost of development and research, and a portion 
of the costs of the legal department. No item of cost is included by 
the American Co. in its showing of license contract costs to cover 
contingent liabilities arising from claims against the company for 
patent infringements. 

(d) Financial costs: 50 As appears from schedule 1 of appendix 9, 
the American Co. includes in its license contract costs two items of 
alleged cost which relate to the money-lending activities of its general 
department, namely, “Cost (net) incurred in holding funds available 
during each year to meet cash requirements of licensee companies” 
and “Cost (net) of temporary financing.” Both of these items are 
regarded by the American Co. as costs over and above the interest 
charged the licensees on money advanced to them. 

The relation of the money-lending activities of the American Co. 
to the license contract costs is an important one, since it appears 
that during the period 1923 through 1935, these two financial costs 
averaged 17.57 percent of the total license contract costs shown by 
the company for that period. 50 For 1936, as reference to schedule 1, 
appendix 9, discloses, almost 2% million dollars for the cost of holding 
funds available, and more than a million dollars for cost of temporary 
financing, were allocated to license contract costs. 

The cost of holding funds available is incurred, according to the 
American Co., because, in order to make advances to the licensee 
companies, it must hold available, in reserve, large supplies of liquid 
assets or funds. The reserved funds which are allegedly held available 
for making advances are, however, intermingled with other assets of 
the same kind, so that the amounts of these assets considered as so 
held available are the result of the exercise of judgment. 

Although these funds are invested, in part, in interest-bearing securi- 
ties or other assets, the American Co. maintains a loss; that is, a 
“cost” is incurred in holding the funds because the interest received 
is less than the rate which the company alleges it must pay for the 
funds, or its “cost of money.” The term “cost of money,” as used 
by the American Co., means, in general, the “cost” which it incurs on 
stock and bond issues and on short-term borrowing. According to 
the American Co., its “cost of money” is represented by its require- 


M 8ee infra, chs. 7 and 8. 

Record. Federal Communications Commission, Speci 
20-24, and exhibit 2110, p. 3. 

» See exhibit 1369, pp. 17-42, 
w See id., table 1, at p. 3. 


See also exhibit 1951-B, pp. 90-100; and testimony of Dr. Jewett, Transcript of 
«ial Investigation, Docket 1, p. 2709; exhibit 1989, pp. 
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ments as to dividends, interest, and the amortization of discounts, 
premiums, and expenses of issuance. The “cost of money” rate 
employed by the company is derived by dividing the average book 
value of capital stock (including premiums and surplus), and the 
average amounts of funded debt and short-term obligations, into the 
dividends and interest paid on these outstanding securities and obli- 
gations. 61 

The cost of temporary financing is incurred, according to the 
American Co., because the funds advanced to the licensee companies 
m the form of temporary loans cost it something more than the net 
interest rate of 4.9 percent (5 percent gross) 62 usually charged on 
these loans; that is, the American Co.’s “cost of money” exceeds the 
interest received on the temporary loans. With respect to this item 
of cost, it should be observed that, although it is included by the 
American Co. in statements of total license contract costs, that 
company has allocated this cost to individual associated telephone 
companies or to areas thereof in only two cases since 1923. 63 

The third and somew lnit minor item of alleged financial cost included 
in license contract costs by the American Co. is “Cost (net) of carry- 
ing investment in physical property.” 64 This item represents a charge 
made by the American Co. for carrying costs, in the nature of interest, 
on physical property used in the performance of license services. In 
general, this property consists at the present time of furniture, 
fixtures, and equipment used by the general department in New 7 York 
City. Prior to 1928 this was an important element of cost, because 
included in the physical property were the telephone instruments then 
owmed by the American Co. 

(e) Taxes: 66 From schedule 1, appendix 9, it will be observed that 
the taxes included in license contract costs for 1936 were principally 
New York State’s franchise and excise taxes, and social security taxes. 
The franchise and excise taxes are, of course, imposed against the 
American Co. because it is a New York corporation and does business 
in that State. 

(2) Allocation of alleged costs as nonlicense . 66 — The various elements 
included by the American Co. in its allocations of total license con- 
tract costs have been described. Reference to schedule 1, appendix 
9, however, shows that in the case of all the elements, except 67 “Cost 
of temporary financing,” there is an allocation to “nonlicense” which 
is deducted by the company in its process of computing the alleged 
costs of rendering license contract services. The determination of 
wli&t is to be considered as included within the scope of the license 
contract has been and is one of the most important problems arising 
in the computation and presentation of license contract costs. In 
order to gain an adequate comprehension of this nonlicense deduction, 
it is necessary, before describing the present type of analysis, first in- 
troduced in the 1932 hearings of the Illinois Bell rale coze 66 to review 
briefly the fashion in which this matter was treated prior to 1932. 


u For further treatment of this computation, see infra, cb. 15. 

* 5.88 percent net (6 percent gross) until October 1, 1936. 

9 Matter of Wisconsin Telephone Company, case No. XJ-4034 before Wisconsin Public Service Commission 
(1931); Southwestern BeU Telephone Company v. City of San Antonio, 75 F. (2d) 880 (C. C. A. 5th, 1935). 
In both cases, the allocations in question were made in hearings held in 1931. See exhibit 1359, pp. 128-131. 
•« Id., at d. 5. 

w No analysis of the general department’s taxes was introduced into the record of the special investigation. 
« See exhibit 1950- A, pp. 119-130. 

» This amounted to $923,954 of departmental expense in 1936 or about 5 percent of total departmental 
costa of $19,902,584 (excluding special investigation expenses). 

« See Lindheimer v. Illinois AU Telephone Company, 292 u. S. 151 (1934). 


Digitized by 


Google 



164 INVESTIGATION OF THE TELEPHONE INDUSTRY 

In the annual report of the directors of the American Co. to the 
stockholders for the year ended December 31, 1920, it was stated 
that: 89 

The cost which the rendition of these services imposes upon the American 
Telephone & Telegraph Co. cannot be ascertained with entire accuracy, because 
it depends upon the elimination of that portion of general expense which would 
normally be incurred by a company owning securities of other corporations, but 
not obligated to perform such services, as well as upon the consideration of 
other items, all of which must of necessity be estimated. 

But Comptroller Heiss of the American Co., appearing as witness 
for certain of the licensee companies in their rate cases in the twenties, 
evinced uncertainty as to the necessity for, as well as the extent of, 
a deduction for expenses which might be regarded as nonlieense. 70 
In some of the cases in this period, the comptroller was willing to 
concede that a comparatively small round sum might be deducted to 
cover supervisory ($500,000) and tax ($1,000,000) expenses related to 
the American Co.’s stockholdings. 

In the fall of 1929 studies of license-contract costs were conducted 
by the comptroller’s department on the basis of the following con- 
cept: 71 

To treat the American Co. as having the dual functions of a holding and service 
performing company. This view obviously requires that, in arriving at the cost 
of license contract services, there be estimated and eliminated from general de- 
partment accounts that portion of general expense, taxes, etc., which would 
normally be incurred by a holding company not obligated to perform servicea 
for its subsidiaries. 

In the hearings in the Bell Telephone rate cases of 1931, 72 the year 
after the Illinois Bell decision, Comptroller Heiss, who appeared as 
witness on the license-contract costs, admitted for the first time that 
there w r ere certain items of expense which should be allocated spe- 
cifically to nonlicense. 73 These arose from activities regarded as 
nontelephonic in nature, or related to nonlicensee companies, or both, 
such as trade-mark service, 74 or work done for Electrical Research 
Products, Inc. As for the remainder of the expenses, however, 
Heiss’ aim seemed to be to secure a more precise classification of the 
expenses identified as license contract costs, rather than to analyze 
the expenses in order to segregate those which could be allocated to 
nonlicense. 76 He proceeded on the assumption that it was practically 
impossible to obtain such a refinement of expenses as would enable 
nonlicense expenses to be isolated. Heiss thus introduced, in the 
form of a so-called lump-sum deduction to cover possible nonlicense 
activities, what was in effect only a refinement of the round-sum 
concession made in tliis testimony before 1930. 76 The “lump sum” 
deduction was intended to include, among other things, certain 
“holding company” costs related to the holdings of stock in, and 

« This is quoted in exhibit 1950-A, pp. 91-92. 

n Id., at pp. 77 ff M especially at pp. 98-108. 

7i Id., at pp. 151, 152; and pp. 148-168. 

7i In re Ohio Bell Telephone Co., ease No. 3307, before Ohio Public Utilities Commission; Michigan Belt 
Telephone Co. v. Michigan Public Utilities Commission, case No. 1322. in Federal District Court, Eastern 
District of Michigan; Mailer of Wisconsin Telephone Co., case No. U-4034, before Wisconsin Public Service 
Commission: and Southwestern Bell Telephone Co. v. City of San Antonio, 75 F. (2d) 880 (O. C. A. 5th, 1935) 
(Heiss testified in October 1931). See exhibit 1950-A, pp. 113-147: also Id., pp. 170-178, for a discussion 
of studies in 1931 of license-contract costs. 

7* Id., pp. 119-122. 

7i Id., pp. 198-201. 

7* Id., ch. Ill, at pp. 127-128. 

7« Id., at pp. 128-134. Apparently this “lump sum” deduction was superimposed by Heiss upon the 
expenses of the general department after these had been reviewed by the various department heads and 
Heiss, and the specific nonlicense items eliminated. Id., at pp. 130-134, 173. 
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financing of, its licensees, such as general administration of corporate 
holdings in telephone and other subsidiary companies, arrangements 
for permanent financing by licensee and other subsidiary companies, 
collection of interest ancf dividends receivable from investments, 
custodianship of these investments, etc. 

The lump-sum deduction was too conjectural and inconclusive in 
nature to be satisfactory when subjected to examination in rate cases. 77 
Consequently, for the Chicago Rate case hearings of 1932, Heiss de- 
veloped a more refined presentation of costs in order to show the cost 
of activities regarded by him as without the scope of the license con- 
tract. 78 The result of this process, which represents, with some 
modifications, the method now in use for determining and showing 
license contract costs, seems to be the disappearance of any allocation 
to nonlicense of costs arising from the holdings of securities of the 
licensees. Essentially the nonlicense deduction then worked out and 
still in effect includes only costs regarded by the American Co. as 
incurred for two somewhat overlapping categories of work: (1) Work 
of a nontelephonic character, and (2) work done directly or indirectly 
for nonlicensed companies. 79 An example of such activities is found 
in those related to E. R. P. I. 

(3) Apportionment of total license contract costs among lone/ lines and 
the licensed companies or areas . — The problem of determining license 
contract costs extends beyond the computation of total costs. Since 
the propriety of the license fee is usually in issue with respect to 
a particular operating company or some local area served by it, 
public regulatory agencies have naturally been desirous of ascertain- 
ing the amount of those costs assignable to the company or area with 
which they were then concerned. When questioned on this matter 
the American Co/s representatives contended, before 1930, that it 
was impossible to determine the license costs attributable to any one 
operating unit, such as the long lines department, a licensee company, 
or a certain local area served by a licensee. 80 This position was based 
upon the premise that much of the license contract work was per- 
formed in order that the general department would have available 
advice and assistance for all the licensee companies, and that even 
when work was done for any one company it was available and 
applicable to the other companies, although it might turn out that 
in any one year some companies would require or could use only 
certain types of assistance. 

In addition, however, to holding that “there should be specific 
findings by the statutory court with regard to the cost of these 
services to the American Co.,” the United States Supreme Court, in 
the Illinois Bell case of 1930, supra , was of the opinion that there 
should be “specific findings as to — ” 81 

* * * the reasonable amount which should be allocated in this respect to 

the operating expenses of the intrastate business of the Illinois company * * *. 

But in the Bell Telephone Rate case hearings of 1931, Heiss con- 
tinued to maintain that it was impossible to ascertain the license 

n See exhibit 1950-A, at pp. 129-130. 

*» Id-, at pp. 196-197, ancf pp. 222-226. See also id., at p. 132. 

» Id., at pp. 197-199, 214-220. It is an interesting development in the presentations by American Co. 
representatives that although fundamentally the determination of license contract costs remains a matter 
of Judgment and viewpoint, those representatives, since 1931, have acquired more confidence in the results 
of their considerations. Compare id., at pp. 191-193 (1932 and subsequently) with pp. 62-65 (before 1930) 
and pp. 114-115 0931). 

m See exhibit 1950-A, at pp. 65-71. 

« Id., at p. 113. 
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contract costs for any one operating unit. 82 He could only suggest 
that the total cost for all the companies be apportioned “on some 
arbitrary basis, such as revenue, stations, or plant, average plant in 
service, or operating expense, or some other basis.” Two attempts 
to arrive at M apportionments on some such basis were presented in 
exhibit form in 1931. 

It was these attempts, however, that were developed into the 
current apportionments of departmental license costs among long 
lines and licensed companies or areas . 84 The crude beginnings of 
1931 were first refined for the Chicago Rate case hearings of 1932, 
when the total license contract costs computed for each department 
were apportioned to the Chicago area involved in that case. The 
bases used in the Chicago hearings for the apportionments of depart- 
mental license costs have been Followed generally with some minor 
exceptions . 86 

The method employed in the Chicago hearings consisted of the selec 
tion by the head of the department in question, or the comptroller, 
or both, of such factors as employees, telephone revenues, expenses, 
plant in service, etc., for each department, and for items of cost such 
as taxes. The choices were based upon the exercise of judgment by 
the persons indicated as to the connection between certain of those 
factors and the department or item in question. Then a ratio was 
derived from the relative size in the particular operating unit in- 
volved, licensee company, city, etc., of the factors chosen with 
respect to the size of the same elements in all the operating telephone 
companies of the Bell System, including the long lines department 
and the Bell Telephone Co. of Canada. The resulting ratio for each 
department or item of cost, which, of course, depended upon the 
factors chosen therefor, was then applied to the total license contract 
costs of the department or item of cost in question, and the result 
was regarded as the amount assignable to the particular company or 
area for the department or item of cost concerned . 86 

The process described is merely a means of apportioning costs. It 
is not a determination of the actual costs of performing work for any 
one operating unit. As to the possibility of such a determiniation 
the American Co. still holds to the premise it maintained in the 
period before 1930. 87 


** Id., at pp. 115-119, especially the quotation from Michigan Rate case testimony, id., at pp. 116-117. 

n In the Madison , Ww., and San Antonio, Tex., Rate case bearings of that year. These cases are cited 
supra, p. 164, fn. 72. See id., at pp. 118-119. 

« See exhibit 1950-A, at pp. 193-196. 

M These bases are discussed in exhibit 1950-A, pp. 226-232 (operation-general); 235-237 (public relations); 
243-245 (personnel relations); 250-251 (benefit and medical); 253-255 (information); 263 (legal); 273 foomp- 
troller’s); 285-287 (treasury); 292-295 (secretary); 299-300 (general service): 304-305 (sundry items, including 
administration); and exhibit 1951-B, pp. 102-135 (operation and engineering, development and research). 

" The bases employed in the recent Louisiana Rate case of the Southern Bell Co., Southern Bell Telephone 
and Telegraph Co. v. Louisiana Public Service Commission . 174 So. 180 (La. Sup. Ct. 1937), for apportioning 
the license contract costs of 1936 to long lines and the Louisiana area of the Southern Bell Co. are shown in 
appendix 9. In this connection, it should be noted that in October 1936 the amount to be billed to the long- 
lines department by the general department for “license contract" work was fixed, as of January 1, 1936, at 
the amount of the general department’s license costs apportionable to long lines under this rate-case method 
of apportioning costs. The actual billing to long lines for 1936 included its alleged share or the departmental 
costs and social-security taxes, apportioned as shown in appendix 9, but excluded the other taxes of the general 
department and the so-called “financial costs." This new mode of determining the amount of the service 
fee to be paid by the long lines department was allegedly introduced for the purpose of terminating the lose 
claimed by the American Co. in performing services for one of its own departments. The amount billed to 
long lines for alleged services in 1936 was $1,762,160 (includes $529 attributable to Transpacific Communica- 
tion Co.), as against an estimated total of $1,340,000 on the 1 ^-percent basis. See exhibit 1960-A, at p. 223; 
and exhibit 1951-B, at pp. 105-106. 

rc See e. g., memorandum of Assistant Vice President Cox, quoted in exhibit 1950-A, p. 232. 
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Analysis of the American Co.’s Claims in Justification of the License 
Contract Charges. 

It has been observed above that license contract costs are not re- 
corded as such on the books of the American Co., so that those costs 
must be determined by the study of costs of the general department 
and the application of judgment thereto. The judgment applied 
by American Co. officials appears to be governed by their conception 
as to the fundamental relationship between the license contract and 
the American Co. itself. It thus becomes important to examine 
briefly that conception, which not only has resulted in the present 
showings of costs, wherein approximately 95 percent of the general 
department's expenses arc allocated to license contract costs, but was 
apparently the cause also of the somewhat begrudging manner in which 
the allowance for so-called “holding company" costs was made in 
cases before 1932. 

Representatives of the American Co. seem to have interpreted the 
history of the license contract as revealing that from the early begin- 
nings of the Bell System the parent company rendered advice and 
assistance to the licensees under the license contract with an eye 
solely to the interests of the licensees. 88 These representatives view 
the work done by the general department, its stockholdings, and 
advances, as the outgrowth of the performance of services under the 
license contract. According to recent rate-case testimony, the 
American Co. “exists for the purpose of rendering service to its sub- 
sidiary companies," 88 and officials of the company have professed to 
see no reason for its existence in any substantial form apart from the 
performance of license contract services. The American Co.'s hold- 
ings of approximately 2 billion dollars of securities in the licensees 
and its lending of large sums of money to them are deemed by the 
company's representatives to be tied up with the performance of the 
license contract. 90 

The explanation given by the company's representatives is to the 
effect that the acquisition of the stock was not done in the role of a 
“holding company," since it was the consequence of the financial 
advice and assistance which the licensor allegedly supplied under the 
license contract. In the process, it is asserted, the stock of licensees 
was either purchased directly by the licensor in order that the licensees 
would obtain funds thereby or else it was acquired because the 
licensees were allowed to liquidate in stock advances made to them 
by the licensor. And, it is pointed out, the company now holds the 
stock “to provide a centralized basis of credit as a background to its 
obligation to finance companies," and does not buy and sell the stock. 
Thus it is argued that the American Co. is not a “holding company" 
in the ordinary sense. With respect to the advances themselves, 
the American Co. takes the position that its costs of maintaining the 
lending relations with the licensees exceed the interest received on 
loans made, which gives rise to certain financial costs. 

The viewpoint of the representatives of the American Co. has 
manifested itself in a theory derived from their interpretation of the 
history of the American Co. and its contractual and stockholding 

M See excerpt from Heiss’s testimony In Oregon rate ease in 1034, quoted in exhibit 130. p. 79. 

* See exhibit 1950-A, p p. 204-205; and testimony of Heiss, Transcript of Record, Federal Communica- 
tions Commission, Special Investigation, Docket 1, pp. 1201-1206. 

* See exhibit 131, appendix A; exhibit 1950-A, pp. 204-205; and testimony of Heiss, Transcript of Record, 
Federal Communications Commission, Special Investigation, Docket 1, pp. 1110-1114, 1242-1243. 
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relations with the licensees. This theory was summarized by Comp- 
troller Heiss in the course of his recent testimony before the Federal 
Communications Commission, as follows: 01 

* * * That the American Co. general operating organization is an organ- 

ization which, in reality, spreads itself out over the 25 associated or licensee 
companies, doing in one place the things that can be done there more efficiently 
and economically than they could be done by each company separately; and that, 
as a practical matter, what you should do is check the entire expenses of the gen- 
eral department of the American Co., eliminating the little, minor things, where 
the benefit of this work seeps out to the outside activities and in a sense slices 
down that cost of the general department and assigns to each company a part 
of the expenses of the American Telephone & Telegraph Co. * * *. 

In other words, all of the expenses of the American Co.’s work in the general 
department is such that all of its expenses ought to be apportioned and allocated 
to the various associated companies. * * * 

* * * I cannot conceive of any situation existing anywhere where the 

American Co. should be expected to spend $25,000,000 for the benefit of rendering 
telephone service in this country — that those expenses should not be included 
as a part of the cost of giving the telephone service. In other words, the Ameri- 
can Co. should not be asked to spend $25,000,000 simply for the sake of develop- 
ing or helping itself earn its dividends. 

Under this theory, all the costs of the general department, except 
these regarded as nonlicense because connected with nontelephonic 
activities and nonlicensed companies, are considered as license con- 
tract costs. 02 These costs amount to approximately 95 percent of 
the general department’s total costs, because none of the costs of the 
general department of the American Co. are considered directly 
applicable to holding-company activities. It has been contended 
by the comptroller of the American Co. that it is a servicing company, 
not a “holding company,” because it does not buy and sell the 
stocks of the licensees but simply holds them. 

The American Co.’s contention that the holding-company aspect 
does not exist in its case, invites consideration of its activities from 
the following viewpoints: (1) Cost of work done to protect its invest- 
ment in securities of the licensees and others, and (2) costs incident 
to the ownership of the securities. The first of these rests upon the 
fact that the American Co., as almost the sole owner of all but a few 
of the licensees, benefits by the maintenance and enhancement of the 
status of those companies, resulting from much of the work performed 
by the general department, and thus should fairly bear at least a 
portion of the expenses now allocated as license costs. 03 Obviously it 
is not in the position of an ordinary stockholder. This is shown by 
the fact that the parent company has continued to furnish the services 
after 1928, although beginning in that year the company has been, 
according to its showings, incurring a substantial deficit in the per- 
formance of the license contract. 04 Moreover, the license contract has 
never been so definite on the matter of the work to be done as to 
preclude the American Co. from fixing the character of such work 
with at least some consideration for its investment interest. Many 
of the provisions of that contract may be regarded as the result of 

*» Transcript of Record, Federal Communications Commission, Special Investigation, Docket 1, pp. 
1140-1141. See also exhibit 1950- A. pp. 202-203. 

w Until 1932 some form of concession was made to the possibility that these were certain financial and 
corporate expenses which were not properly to be allocated as license contract costs. The current theory 
of the company obviously includes in license costs any such expenses. 

M See exhibit 1950-A, pp. 78-84, 134-143, 209-213; and ch. 7, infra. Compare testimony of Comptroller 
Heiss, Transcript of Record, Federal Communications Commission, Special Investigation, Docket 1. pp. 
1200-1201. 

* 4 See exhibit 1950-A, pp. 108-147. 210. Compare testimony of Heiss, Transcript of Record, Federal 
Communications Commission, Special Investigation, Docket 1, pp. 1230-1231; and of Dr. Jewett, id., pp. 
2760-2761. 
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the performance of certain work bv the American Co., undertaken 
in order to protect, maintain, and enhance its vital stake in the 
telephone business. 

Study of the evolution of the license contract work discloses that 
the performance of much of the advice and assistance of various kinds 
for the licensees can be viewed as part of a program designed by 
American Bell and its successor, American Telephone & Telegraph 
Co.j to maintain and build up a profitable system for the benefit of 
its mvestment interest. Thus, the origins of the services appear to 
have been based upon the natural efforts of a patent holder to promote 
the development of the telephone business established by the use of 
the patent, which efforts included the extension of aid to the somewhat 
inexperienced licensees , 96 as well as constant activity to prevent the 
encroachment of competitors . 96 Moreover, the option provisions in 
the temporary contracts gave rise to the possibility that the licensor 
might itself own the operating plants at some future date. And 
when the options became practically ineffective because of the grant 
of permanence to the licensees, there was the stock interest of the 
licensor, usually acquired in the first instance upon the granting of 
the perpetual licenses, to constitute the incentive to furnish aid to 
the licensees. 

Certain engineering, research and other work was conducted by the 
licensor company from an early date : although it was many years 
after the inception of advice and assistance to the licensees before 
the work done assumed anything like its present form. 97 However, 
until November 1918 no license contract in effect between the licensor 
company and the associated companies contained any description of 
work to be performed. 98 So the parent company was apparently 
content to continue the work in question without any formal state- 
ment of an obligation on the part of the licensees to pay for it. Such 
a formal statement is, of course, wholly unnecessary m view of the 
self-interest of the American Co. in protecting its licensees and itself 
in the enjoyment of the profit opportunity offered by the telephone 
field. 

The American Co.’s position has been that services to licensees 
were incorporated into the license contract by the “practices of the 
parties.” 99 In rate cases prior to 1918, of which the first was about 
10 years before that date, it was assumed by the American Co. that 
the services were a part of the consideration for which the associated 
telephone companies paid the license fee. But in view of its domi- 
nating position with reference to the members of the Bell System, 
based principally upon stock control, the undefined relationship con- 
stituted by “practices of the parties” meant that the extent of the 
work the American Co. would perform would depend largely upon 
its own self-interest arising from its tremendous stake in the system, 1 
which was represented by stock owned in the members thereof, and 
advances made to them. This latter proposition was well developed 

M See exhibit 130, pp. 79-80; exhibit 1951-A, pp. 16-17, exhibit 50, pp. 35-40. 

M See exhibit 1360-A, pp. 202-222. See supra, ch. 5, and infra, chs. 7 and 8. 

w See exhibit 1951-A, pp. 16-19. 

* Reference was made above to the cryptic allusion to “services” in the Southwestern Telegraph A 
Telephone Co.’s memorandum contract of 1907, and the express agreement by the licensor in the case of some 
licensees to handle at its own expense all cases of patent infringements relating to Bell patents. See p. 150 

"'Klee exhibit No. 130, pp. 64-65. 

1 See exhibit No. 130, p. 66, n. 130; and exhibit 1950-A, pp. 79-80. Compare id., pp. 135-136. See infra 
ch. 7. 
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by the American Co. itself in the later years (1907-12) of the litigation 
growing out of the contract with Western Union Telegraph Co. 
There, the telephone company contended that the work done by it 
for the licensees was not only performed, but was also carried on free 
of any charge to the licensees, because of the stock it owned in those 
companies. 2 

The introduction of the “restated” license contracts in 1918-20 
and ( 1930-31, with their provisions as to services, did not alter sub- 
stantially the situation so far as the ability of the American Co. to 
fix the character of the work it would do under the license contract 
was concerned. These redrafts were couched in such general terms 
that, in effect, the parent company was, and is, left free to exercise its 
discretion in the making of its decisions as to the services it will 
undertake. 3 

The second main line of inquiry into the American Co/s current 
position was concerned with the expenses incurred by that company 
in holding the securities. Since the acquisition and holding of the 
stock of the licensees are viewed by the American Co/s representatives 
as related to the license contract, the expenses connected wdfch the 
$2,000,000,000 or so of stock are identified by these representatives as 
license contract costs. 4 But the terms of the license contract have 
never obligated the American Co. “to lend money to the licensees, to 
accept their stocks in settlement of advances, or to buy the stocks or 
retain them under any conditions.” 6 The history of the stock acqui- 
sitions, from their beginnings in the form of the so-called franchise 
stock, taken when permanent licenses were granted, reveals that these 
were often prompted by the natural desire to control a growdng and 
prosperous system and, at the least, to enjoy the returns incident to 
ownership of stock in a generally profitable business. Thus, for 
example, such acquisitions of stock of licensees as those through the 
wholly owned corporation, the Atlantic & Pacific Telephone & Tele- 
graph Co., could hardly be regarded as license contract transactions. 5 

The fact that the American Co. holds stock of the licensees and issues 
its own securities to the public to raise funds for the system, naturally 
results in duplication of expenses insofar as financing through stocK 
is concerned. Company representatives have contended, however, 
that the American Co. stock is in the hands of the public as the result 
of centralized financing for the licensees under the license contract, 
and that, therefore, the expenses incident to American Co. stock are 
properly to be included as license contract costs. 7 The company’s 
position as to the expenses of holding the stock of licensees has been 
described heretofore. 

Heiss admitted the existence of duplication of expenses when he 
testified before this Commission. 8 He declared, however, that he 

* See exhibit 130, pp. 23-26, 65-80; and exhibit 1950-A, pp. 78-84. When America? Co. witnesses (Ray, 
Heiss, Crunden, Green) were questioned in the investigation before the Federal Communications Commis- 
sion, April 20-22, 1036, no information as to the Western Union case was elicited because of the unfamiliarity 
of the witnesses with the case. Subsequent correspondence between John H. Ray, of the American Co., 
and the Commission, relative to this case, included in Special Investigation Docket No. 1 as exhibits No. 
126 A, B, and C, drew the comment from Ray, in his last reply: “• • • The 2 letters indicate that your 
people and I differ as to the conclusions to be drawn from the old Western Union case." 

* See exhibit 1950-A, at pp. 135-136. 

« Seo exhibit 1950-A, pp. 217-220. 

1 See exhibit 131, pp. 54-55; testimony of Heiss, Transcript of Record, Federal Communications Commis- 
sion Special Investigation, docket 1, pp. 1206-1222. 

® See exhibit 2093, pp. 17-43; exhibit 250, pp. 60-68. 

i See e. g., exhibit 1950-A, pp. 216-217. 

1 See Transcript of Record, Federal Communications Commission, Special Investigation, docket 1, 
pp. 1115-1116. 
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had always considered the costs of holding the securities of the licensees 
as included in the over-all nonlicense deduction. An examination of 
the basis for that deduction does not reveal wherein he finds grounds 
for this statement. So far as can be determined from descriptions by 
American Co. representatives of the nonlicense deductions for the 
various departments, and from analyses of the license and nonlicense 
allocations, no deduction is made to cover the expenses in question . 8 
As stated previously, the nonlicense deductions appear to be restricted 
to work of a nontelephone character and work done for nonlicensed 
companies. 

Allocations of costs of the various departments of the general depart- 
ment . — The particular allocations of the costs of each department of 
the general department will not be discussed here, department by 
department . 10 The present discussion is directed rather to an exami- 
nation of certain activities of the general department, than to the review 
of the functions of the component departments of the general depart- 
ment. The subsequent analysis of particular allocations of expenses 
as license contract costs is concerned with the research and develop- 
ment work, and patent and money-lending activities of the American 
Co.'s general department. 

Allocation of research and development costs of the American Co } 1 — 
The extent of these costs has already been indicated. 12 For 1936, 
they totaled nearly $9,800,000, before deduction of “nonlicense” ex- 
penses. 13 The provisions in the license contract relating to the re- 
search and development activities of the American Co. are in very 
general terms. The matter is thus placed largely within the discretion 
and judgment of those making the decisions relative to the work in 
question. In this connection, it is pertinent to observe that the asso- 
ciated companies have “no direct voice” in the determination of the 
problems to be studied by the Bell Laboratories. 14 They have a 
“voice” in the establishment of research and development projects 
only in the sense that “a large part of the research and development 
cases which arise out of the current necessities of operation, come either 
directly to the Laboratories, or more frequently indirectly to the 
Laboratories through the department of operation and engineering 
from the associated companies.” 16 

One fairly recent and large-scale example of the exercise of this dis- 
cretion vested in the persons in charge of the research and develop- 
ment work for the Beil System is found in the treatment of certain 
cases originally authorized by Western Electric, and thus billable to it. 
In 1932, after Western Electric’s sales had been diminishing for sev- 
eral years at a rapid rate, a general reclassification of cases was made 
by the Laboratories, resulting in the transfer of billings to the American 

• See exhibit 1950-A, pp. 197-198, 215-216. 

“ For treatment of the departmental allocations, see exhibit 1950-A, pp. 193-206 (all departments exoept 
development and research and operation and engineering); exhibit 1951-B, pp. 29-44, 60-68. 

11 See infra, chs. 7, 8, and 9, and sources cited supra, p. 160, n. 49, for further analysis of these expenses. 
Ch. 7 presents and analyzes the American Co.’s research objectives, indicating the degree to which research 
expenses are incurred for the purpose of protecting its investment interests from the effects of competition by 
other forms of communication, while this chapter’s analysis of license contract costs (in which research ex- 
penses are included) comprehends all benefits to the American Co.’s investment interests. 

i> Supra, p. 160. 

u The nonlicense deduction was described above. It will not be discussed here, but an analysis thereof 
will be found in exhibit 1951-B, pp. 61-89. 

M See testimony of Dr. Jewett, vice president of the American Co., and president of Bell Laboratories, 
Transcript of Record, Federal Communications Commission, Special Investigation, Docket 1, pp. 2670- 
2672. 

1 * Id., at p. 2671, Dr. Jewett pointed out that the “voice” of the companies in the sense stated “never, so 
far as I know, or almost never, runs to the fundamental long-range things, because they are not in any posi- 
tion, in general, to do that.” Ibid. 
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Co. in the amount of $3,347,079, with corresponding relief to Western 
Electric. A study of this reclassification by a member of the special 
investigation staff resulted in the conclusion that the American Co. 
consequently paid Laboratories for work chargeable to Western. 1 * 

The reasons for this shift in billing were, according to Dr. Jewett, 
as follows: 

* * * The reasons which lead to the shift in billing from the Western in 

this case to the American Co. were either that there was change in the emphasis 
in character of the work which tended to make it of a more fundamental charac- 
ter and so in the class normally billable to the American Co. or because the work 
in many cases was of a kind which the American Co. felt could not be stopped or 
diminished in the interest of the associated companies at a time when the Western 
Electric Co.’s business was at such a low ebb that they felt they could not carry it 
in the normal fashion . 17 

Royalties from patents}* — As was pointed out above, the research 
and development work performed for the American Co., the expense of 
which is almost entirely allocated as a license-contract cost, has re- 
sulted in the acquisition of certain patents. Although royalties have 
been received by the American Co. from non-Bell and nontelephone 
sources because of these patents, no deduction from license-contract 
development and research costs has been made therefor in the Ameri- 
can Co.’s showings of license costs. 19 Comptroller Heiss has expressed 
the opinion that “if you credit about one-third of the royalties received 
by the American Co. against your license-contract costs you will be 
doing the fair thing,” 20 but even this deduction has not been incor- 
porated into the showings of license-contract costs. 

Money-lending activities of the general department . — These activities 
were mentioned above in connection with the discussion of the stock- 
holdings of the American Co. It was there pointed out that the 
license-contract provisions for the furnishing by the licensor of advice 
and assistance to the licensees in their financing and securing of funds, 
neither obligate the American Co. to lend money to the licensee com- 
panies nor to take their stock. Yet the extension of financial aid to 
the licensees through the making of loans, 21 and the liquidation of the 
advances by the payment of stock, 22 have assumed large proportions. 

The two financial costs which, according to the American Co., it 
incurs over and above the interest received on advances in rendering 
financial aid to the licensees under the license contract are cost of 
holding funds available and cost of temporary financing. In other 
words, the company claims that the present interest rate of 5 percent 
(4.9 percent net) is insufficient to cover its alleged costs of conducting 
its money-lending activities under the license contract. The Ameri- 
can Co. thus asserts that these two financial surcharges should be in- 
cluded in its license-contract costs. The inclusion of these “money 
costs” in the license-service costs is equivalent to increasing the inter- 
est rate on advances, 6 percent gross or 5.88 percent net from 1923 to 
1935, to an average effective interest rate of 7.3 percent. 23 

19 See testimony of an assistant chief accountant of the Federal Communications Commission, Transcript 
of Record, Federal Communications Commission, Special Investigation, Docket 1, p. 2587; and exhibit 243, 
pp. 167-168. The conclusion was also reached that the American Co. paid for certain research and devel- 
opment work chargeable to E. R. P. I. See Transcript of Record, Federal Communications Commission, 
Special Investigation, Docket 1, p. 2586; and exhibit 243, pp. 194-196. 

,r Transcript of Record, Federal Communications Commission, Special Investigation, Docket 1, at p. 2732. 
8ee also id., pp. 2641-2643, 2666 ff.; and exhibit 243-A, at pp. 8-18. 

,s For further treatment of the American Co.’s patent policies and practices, see infra, ch. 8. 

19 See exhibit 1951-B. pp. 78-88. 

90 Id., p. 85; see also id., p. 83. 

« See exhibit 1359, pp. 21-28. 

99 Id., pp. 35-39. 

93 Id., p. 21. 
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A member of the staff concluded, as a result of his investigation, 
that “an interest rate of not more than 5 percent per annum on the 
advances to the associated companies, over a long period of years, 
would have been adequate; and that on the basis of current interest 
levels, 4 percent would be ample.” 24 Added significance is, of course, 
given this conclusion by the recent action of the American Co. in 
lowering the interest rate to 5 percent (4.9 percent net) as of October 
1, 1936. Despite these facts, however, the two financial costs still 
remain in the company’s presentations of total license-contract 
costs. 2 * 

There are several other significant aspects of the money-lending 
activities of the American Co. Regardless of whether the American 
Co. intended to obtain stock when it advanced funds to the associated 
telephone companies, the fact is that a substantial portion of its hold- 
ings of stock of licensees was thereby acquired. 2 ® Loans became one 
of the most important mediums by which the American Co. main- 
tained and enlarged its stock investment in the licensee companies. 
Because of its stock control, 27 the American Co. is also able to decide 
whether it will continue loans or convert into stock, so that it may 
weigh the rate of return on advances as against that on stock. It 
may then choose to supply capital to the operating companies either 
through loans or stock purchases, depending upon which course is 
more advantageous to it. 

Apportionment of total license-contract costs to long lines , the licensee 
companies , or local areas . — It has been observed, in connection with 
the prior discussion of this matter, that the “costs” shown by the 
American Co. as attributable to long lines, or any particular licensee 
company or local area, are merely the result of an apportionment, on 
the basis of certain selected factors, of the total license contract costs 
of the American Co. The company declares that it is impossible to 
determine the actual cost of performing the license contract for any 
one licensee company or local area. It thus becomes (from the com- 
pany’s standpoint) a matter of the judgment of those persons responsi- 
ble for selecting the bases to be used in the apportionments. 

One of the most important problems arising in connection with the 
apportionment of license contract costs as between long lines, on the 
one hand, and the associated companies, on the other, is the disposi- 
tion of research and development costs. This is the result not only 
of the large sum involved, but also of the uncertainties naturally 
pervading research and development work. Use of the American 
Co.’s present method of apportionment, which allocates to long lines 
and the licensees on the basis of relative plant in service, 28 results in 
the assignment of about 10 percent of the costs to long lines and 
90 percent to the licensee companies. It appears from expressions of 
opinion by Dr. Jewett, president of Bell Laboratories, and a vice 
president of the American Co., that these allocations, which are pre- 
mised largely upon the judgment of research officials as to probable 
future use of the work in question, were but “guesses.” 29 The fact 


* Id., pp. 203-204. 

M Analysis of the method whereby the American Co. derives these financial “costs" is presented, ch. 15, 
Infra. 

m See exhibit 1350, p. 30. 

17 See testimony of Heiss, transcript of record, Federal Communications Commission, special investiga- 
tion, docket 1, p. 1186; and exhibit 2096-C, pp. 72-73. 

n See exhibit 243-A, pp. 21 IT. 

** See testimony of Dr. Jewett, transcript of record, Federal Communications Commission, special inves- 
tigation, docket 1, pp. 2917-2019; and exhibit 1961-B, appendix E-4, sheets 9-11. Compare memorandum 
of E. H. Colpitts, of the oompany’s development and research department, appendix E-4, sheets 1-7. 
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that transmission improvements have been in the past generally 
applied first to the longer circuits, that is, long lines circuits and the 
longer toll circuits of the associated companies, and then to shorter 
and shorter distances, has been taken as the basis 30 for apportioning 
to the associated companies all but about 10 percent of the license 
costs involved in current research and development work. But many 
of the results of the research and development work may be used 
preponderantly or even solely in long distance and toll business at 
the time of the allocations. 31 And, as was pointed out, company 
officials are more or less speculating in their allocations here because 
of their uncertainty as to when these results will be applied in the 
plants of the associated companies, especially insofar as the latter’s 
exchange operations are concerned. 

The Significance of the License Contract. 

A consideration of the whole field of activity of the license contract 
brings to the fore certain significant aspects of that contract, and the 
relations between the parent company and the licensees, and those 
between the Bell System and the public engendered thereby. 

Matters in which license contract is primarily oj historical signifi - 
cance. — In the first place, the idea of exploiting the telephones through 
the use of local individuals or companies, to whom the instruments 
were leased and licensed, enabled the licensor to tap sources of capital 
in the particular locality. The licensing arrangements gave a local 
or native aspect to the business. In addition, the license contract 
enabled the licensor to accomplish the desired development of the 
telephone business through making the telephone instruments pub- 
licly available, without losing control of the very important instru- 
ments. Finally, the license contract played an important part in the 
licensor’s acquisition of stock control of the licensees. It was the 
licensees’ necessity of ob taming a permanent license that led to their 
grants of “franchise” stock to the licensor, which became the nuclei 
for the subsequent holdings of the latter. And the existence of the 
license contract paved the way for the financing which led to many 
subsequent acquisitions of stock of the operating companies. 

License-contract payment as operating expense oj the licensees and 
long lines. — Obviously the most immediate significance of the “license 
contract” fee paid by the licensee companies and long lines to the 
American Co.’s general department is the fact that it is included in 
operating expenses by them. . If it is a proper item of expense, it is 
supposed to be covered by the rates charged the public. This means 
that in the last analysis the subscribers who constitute the source of 
nearly all the income of the operating units, pay almost all the license 
fee. 

In this connection it should be noted that the public interest is not 
confined to the 1 % percent license fee paid, but extends to the validity 
of the cost showings made by the American Co. Not only are these 
showings material with respect to the issue of the validity of the license 
fee since the Illinois Bell opinion of 1930, but it is these statements of 
costs that indicate what the parent company claims it should right- 
fully recover from the licensees. 

*• See exhibit 243*A, pp. 22 ft. 

11 See exhibit 243, pp. 11-12; exhibit 1951-B, pp. 118-135; and testimony of Dr. Jewett, transcript of record 
Federal Communications Commission, special investigation, docket 1, pp. 2589-2926. 
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The effect of the “license-contract” payments made by the licensee 
companies and long lines department for the year 1936 upon their 
operating expenses is illustrated by schedule 2 of appendix 10. This 
shows the effect of these payments on the ratio of net operating income 
to average undepreciated investment in telephone plant of licensee 
companies and the long lines department. Reference to that schedule 
discloses that in the year 1936, the presence of the license contract 
payments in the operating expenses of those operating units reduced 
that ratio by 0.35 of 1 percent, on the average. Under the present 
method of computing the license contract pavment to be made by the 
licensee companies, the payment varies with variations in the gross 
telephone revenues of the companies. 

Source of revenue to the licensor company . — Over the years, many 
millions of dollars came to the licensor company from the operating 
telephone companies in the form of license-contract payments. 
Before dividends on stockholdings in licensees and Western Electric, 
and earnings from the long lines department, assumed such large 
proportions, the license payments were a very important source of 
revenue. But even apart from the diminution of its importance by 
comparison, this item of income has shrunk in stature as the result of 
the changes caused by the sale of the instruments in 1927, and the 
subsequent reduction in the basis for payment of the license fee. 

For the year 1936, the American Co. received $13,450,002, in 
license fees from the licensee companies, and $1,762,160 32 from the 
long lines department for work allegedly performed for it, or a total 
of $15,212,162 in income attributable to the “license contract” pro- 
visions. The significance to the American Co. of this item of income 
in 1936 with relation to the rate of return on the average stockholders 7 
equity of that company is shown on table 38. The table shows that 
the rate of return on average stockholders 7 equity in 1936 was 7.36 
percent, and that the license-contract receipts constituted 0.64 of 
1 percent of this rate. 

Table 38 . — Relation of license contract revenues to rate of return on average stock - 

holders 1 equity of American Telephone & Telegraph Co., year ended Dec . 31, 1936 


Item 

Particulars 

Amount 

1 

Average stockholders’ equity: * 

Stock issued and outstanding (par value, $100 per share, of common stock out- 



standing) - 

$1. 867, 568, 700 

2 

Premiums on capital stock (amount received in excess of par value) 

269, 319, 528 

3 

Surplus 

236, S 18, 138 

4 

Total - 

2. 373, 706, 366 

5 

Net income (before dividend payments) 

174, 826, 414 

6 

License contract revenues: 

From licensee companies 

13, 450, 002 

7 

From long lines department 

1, 762, 160 

8 

Total 

15. 212, 162 

9 

Net income, excluding license contract revenues (5-8) 

159. 614, 252 

10 

Rate of return on stockholders’ equity, including license contract revenues (5-^4).. 

Percent 

7.36 

11 

Rate of return on stockholders’ equity, excluding license contract revenues (9+4). . 

6. 72 

12 

Portion of rate of return constituted by license contract revenues (10—11) 

.64 


* Figures derived from annual report of the American Telephone <fe Telegraph Co. for 1936, at pp. 25, 26. 


u $66,560 of this sum was not billed long lines until July 1937. The amount billed long lines included tha 
1H percent payment of Transpacific Communication Co., amounting to $529 in 1936. 
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Effect of the license-contract charge on public relations of the Bell 
System. — The license-contract payment has been the subject of 
controversy — “eternal criticism” 38 — almost from the beginning of 
attempts to regulate Bell System operating companies. 

The license-contract relations have been publicly suspect, and the 
object of a great deal of public attention as an issue in rate contro- 
versies. Such attention has probably been disproportionate in amount 
when the relative monetary importance of this issue is considered 
as against that of other issues, which might have suffered neglect in 
whole or in part because of the time and effort public bodies have felt 
obliged to expend upon the license-contract relationship. 

The license-contract payment has not only been accounted for in 
operating expense by the licensees, but it also constitutes a continuing 
direct payment by the licensees to the parent company. The com- 
bination of these two factors and a third — lack of independent knowl- 
edge of the license-contract relations by the public and its regulatory 
agencies; that is, a lack of knowledge other than such as has been 
supplied by the Bell companies — afford an explanation of the perennial 
character of the license-contract issue. 

Summary. 

The license contract originated as an agreement between the parent 
Bell organization and individuals, partnerships, or companies for the 
lease of instruments and appliances covered by Bell patents and the 
right to use them. The original agreement has been modified from 
time to time. In its present form the license contract recites the mu- 
tual obligations of licensor and licensee and provides for the payment 
of a license fee by the licensee amounting to IK percent of its gross 
telephone earnings. 

Payments made to the American Telephone & Telegraph Co., under 
the terms of the license contract, have been claimed by the associated 
Bell companies as operating expenses appropriate for consideration 
in determining revenue requirements in rate cases. In Smith v. Illinois 
Bell Telephone Co. (282 U. S. 133) the United States Supreme Court 
ruled that the cost to the American Co. of rendering services covered 
by the license-contract payments and not the value of the services 
to the associated companies is the correct measure of the reasonable- 
ness of the amounts involved. For the purpose of determining the 
reasonableness of such costs the Court has taken specific notice of the 
absence of arms-length bargaining between the parties to the license 
contract. 

The expenditures which are claimed by the Bell companies to be 
properly chargeable to the license-contract costs include substan- 
tially all of the expenses of the following departments of the American 
Telephone & Telegraph Co.: Development and research; operation 
and engineering; operation — general; personnel; information; legal; 
comptroller; treasurer; secretary; general service bureau; and ad- 
ministration. The services alleged to be furnished as consideration 
for the license-contract payments include: 

Management of the assets of the American Telephone & Telegraph Co., con- 
sisting largely of stock of the associated companies and loans to them. 

Research and development work, consisting largely of work performed for the 
American Co. by the Bell Telephone Laboratories, Inc. 

*> See testimony of Comptroller Heiss of the American Co., transcript of record, Federal Co mmnnir^tfcma 
Commission, special investigation, Docket 1, p. 1227. 
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Operating and engineering advice on all matters pertaining to construction and 
operation of the properties. 

Patent services involved in obtaining patents and protecting the associated 
companies against infringement claims. 

Financial services, including holding funds available to meet requirements of 
licensees. 

The American Telephone & Telegraph Co., in its proof of the cost of 
license-contract services presented in rate cases on the basis of the 
standards provided by the Smith v. Illinois Bell Telephone Co . opinion, 
has not made a separation between the benefits accruing to the 
American Co. itself and those accruing to the various associated com- 
panies from the research activities designed to protect the Investment 
and from other types of services furnished Dy the American Co. 
The method now used by the American Co. for developing and show- 
ing license-contract costs involves a nonlicense deduction for expenses, 
regarded as incurred for work of a nontelephonic character ana work 
done directly or indirectly for nontelephonic companies, such as 
Electrical Research Products, Inc. The general department of the 
American Telephone & Telegraph Co. does not keep records of its 
expenses in such a way as to segregate currently or permit the segrega- 
tion of the costs incurred in performing telephonic license-contract 
services from those arising from holding-company activities. 

Any consideration of payments made or costs incurred by the 
American Co. in connection with research activities under the tele- 
phonic-license contract requires concurrent consideration of the effects 
of such research activities on the risks involved in the business. To 
the extent that development and research work is directed to pro- 
viding protection for the investment in the telephone business, the 
costs should be borne by the parent company, or if such costs are 
borne by the associated companies through the license-contract fee, 
a corresponding reduction in the fair rate of return with corresponding 
reduction of net-earning requirements of the licensees will probably 
be justified, since the protection thus afforded would seem to be a 
benefit to the investor rather than to the subscriber. 
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CHAPTER 7 

RESEARCH 


Bell System technical policies and practices are presented under 
two titles: Research (ch. 7) and Engineering and Standardization 
(ch. 9). This distinction between research policy and engineering 
and standardization policy reflects a segregation of departmental 
activities, which was made in the years immediately following the 
American Co.'s management reorganization of 1907. Before that time 
the company's technical objectives and practices were less well defined, 
and are referred to by the more general phrase “technical activities." 
Those research activities which constitute an outstanding character- 
istic of the Bell System's present technical effort received a definite 
impetus following the change in management of the company under the 
influence of a group of investment bankers. 1 This expansion of com- 
pany policies concerned principally work termed by the company 
“fundamental research" in the field of physics, chemistry, ana the 
other basic sciences, for ultimate application to the telephone industry. 
For the purpose of presentation of facts on the company's technical 
activities in these two chapters, “research" will be defined and dis- 
tinguished from “engineering and standardization." 2 

Each technical step required in the process of evolution and commer- 
cial adaptation of a scientific discovery is not sharply distinct, but 
merges gradually into each succeeding step as the activity moves from 
original discovery or evolution, out of research, into engineering 
development, and on to eventual standardization for mass production 
and widespread use in the telephone plant. Actual practices and 
policies of the American Co. afford the only practical basis upon which 
to define these fields of corporate effort for the purpose of analysis of 
company policy in the several fields. The expenses of the Bell Tele- 
phone Laboratories, including and reflecting both research and engi- 
neering activities, are apportioned between the American Co. and 
Western on the basis of (1) fundamental research and development 
expenses, which are charged to the former, and (2) the expenses of 
those activities which concern design and engineering involved in 
manufacture, which are charged to the latter. The second class of 
expenses reflects the effort required to adapt, for commercial purposes, 
a research laboratory model or method which may be only one of 
several alternative forms or methods evolved by the research effort* 


* For detailed presentation of this 1907 change in company management, see ch. 4. 

* There are numerous variations in the technical definitions of these terms, as well as in the layman’s con- 
ception of their meaning. The definitions given here are adopted only for clarity in defining the several 
fields of corporate activity into which the American Co.’s policies and practices must be divided for analysis 
of their respective objectives and results. 

* A classification cannot be made rigidly upon the basis of the company's allocation of expense in this man- 
ner, for it appears that some work, which may be considered as “engineering” in character, is charged to the 
American Co., while some work of a “research” nature is charged to Western. However, the company’s 
general classification must be accepted for the purpose of analysis even though some qualification is required, 
m order that the definitions may be related directly to the company’s actual practices, especially in its 
accounting classifications. These definitions, necessarily adopted to afford an intelligent discussion of the 
company’s policies and practices thereto, do not imply that other and more concise definitions may not be 
needed in the future; in fact, the company’s rather resilient definition of “fundamental research,” as a basis 
for dividing the Laboratories’ expenses between the American Co. and Western, appears to be somewhat 
in the nature of a convenient and easily defended explanation of expense classifications which may have 
been determined upon the basis of other and less indefinite criteria. A more detailed treatment of this 
problem is contained in exhibit 195 1-B, pp. 46-59. 
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Before defining standardization, a second policy of the comnany 
may be noted as having a bearing upon the company’s distiimion 
between research policy and engineering and standardization policy. 
As set forth in detail in chapter 8 on Patents, it is a definite company 
policy to carry research activities to the point where they will “sup- 
port” patent applications on all the available and known alternative 
methods of accomplishing a specific result. Obviously, it is not a 
company policy to develop all these alternative forms to the point 
where they may be exploited commercially through standardization, 
manufacture, and introduction in large quantities into the extensive 
telephone plant. This aspect of patent policy affords a further method 
of distinguishing between these two fields of activity, for research 
activity is shown to have certain objectives which are served as soon 
as patents have been obtained on all alternative methods. It is at 
this point in the technical process that a selection must be made from 
among the several available forms evolved in the research laboratory, 
whereupon only the form thus selected is exploited commercially 
through engineering development and standardization. This chapter 
on research presents the American Co.’s activities, objectives, and 
policy in the former field, while the chapter on engineering and stand- 
ardisation presents those objectives and policy inherent in the com- 
pany’s practices after the alternative form has been selected, and 
during the time it is being designed, adapted, and standardized for 
widespread Bell System use. 

“Standardization” generally implies the production of physical 
assemblies consisting of parts which are completely interchangeable, 
thus permitting mass production methods and economies both in 
original manufacturing cost and in the subsequent cost of operation 
and maintenance. As applied to the Bell System, standardization 
has an added aspect due to the fact that the product sold is a uniform 
service rather than a uniform physical product. For that reason 
Bell System standardization includes not only standardization of the 
parts used in the telephone plant but also standardization of the 
method of its operation, for both are required to deliver a standardized 
service with the economies inherent in the mass-production methods 
of those industries marketing a physical product. Standardization 
of physical parts in the Bell System is an activity inherent to some 
degree in research and development, although probably more pre- 
dominantly concerned with engineering. Standpdization of method 
is also involved both in research and engineering, but is especially 
evident in the “operation and engineering” department of the American 
Co., which controls and directs the methods of maintenance and 
operation of the telephone plant of the several associated companies. 

History of Technical Activities (1875-1907). 4 

The following description of technical activities oyer the period 
1875 to 1907 is divided into periods reflecting successive changes in 
the American Co.’s organization of its technical personnel. 

Technical activities (1875-81 ). — During this early period the experi- 
mental, engineering, and technical activities of those connected with 
the Bell telephone invention were more or less informal, and there were 
no technical departments organized with clearly defined functions 

« For a more detailed development of the history and conduct of Bell System technical activities, as 
presented In this chapter, see exhibit 1951-A, pp. 1-100. 
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and objectives. Early technical work was done by Thomas A. 
Watson, along with George L. Anders, and E. Berliner, until 1880. 
At that time VV. W. Jacques came into the organization in a super- 
visory and administrative status. During this period, and before the 
formal organization of experimental and engineering activities in 
1881, the technical efforts of the Bell group were largely concerned 
with the development of the telephone into a commercially useful 
instrument. However, definite general objectives of company policy 
were established by the Bell group during this period and provided 
controlling motives for the Bell Co.'s technical, as well as for its 
patent activities and all other major fields of corporate effort. 

The immediate objective of the Bell group at this time was to 
“occupy the field,” an especially important objective in its competi- 
tion with Western Union over dominance of the field of telephony, 
prior to the execution of the agreement late in 1879.® After thus 
objective was attained it was protected through the Bell Co.'s activities 
in attempting to buy or control important patents and, as Vail stated 
it, of surrounding itself with everything that would afford protection, 
including knowledge of the business, as well as patent control of all 
the kinds of auxiliary apparatus necessary for development of the 
business. As soon as telephone service required district exchange or 
switching mechanisms it was found that this would require “a thousand 
and one” small patents and inventions, and the Bell Co. definitely 
wanted to control and get possession of those patents or inventions. 
This could be accomplished either through acquiring patents of others 
or by carrying on the necessary experimental work on which to obtain 
its own patents. 3 During this early priod more attention and effort 
were given by the Bell Co. to acquiring the patents of others, especially 
those of Western Union and Francis Blake, than to formal organization 
of a technical department of its own. According to Vail's statement 
the objective was to protect the field through control of these many 
small patents. This established an early motive in technical and 
patent activities for control purposes, an objective which apparently 
was implemented more by the company's patent acquisition efforts than 
by aggressive technical activity on its own account. 7 After the West- 
ern Union agreement had established the Bell interests as dominant 
in the telephone field, 8 technical activity as an independent approach 
to this general objective was instituted on a more formal basis. 

“ Electrical department ” (1881-84)- — In 1881, the first formal 
organization of technical activity became apparent under the title 
of the electrical department, which included experimental work under 
Jacques, the patent activities under Lockwood, and general electrical 
work under Watson and Berliner. This electrical department 
reflected a realinement of the Bell group’s activities after the Western 
Union settlement of 1879, and its activities were directly under super- 

» This early Bell competition with the Western Union is described In greater detail in ch. 5. 

• See Western Union Telegraph Company v. American Bell Telephone Company, 187 Fed. 425, “Evidence 
for Defendant," vol. II, op. 1542 and 1543, wherein Vail, in testifying (in 1907; on the company’s 1879 objec- 
tives, stated, In part: “One of the first things that was fully developed in our minds was the necessity of 
occupying the field; • • *. Just as soon as we started into the district exchange system we found out 
that it would develop a thousand and one little patents and inventions with which to do the business which 
was necessary, and that is what we wanted to control and get possession of. So from the very commence- 
ment we had our experimental department, so-called — either experimental or engineering, as you choose — 
whose business it was to study the patents, study the development and study these devices that either were 
originated by our own people or came in to us from the outside." 

7 For detailed treatment of the company patent acquisition policies, see cb. 8. 

• The Bell Co.'s early competition with Western Union, resulting in the Western Union agreement of 
1879, is described in ch. 5. 
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vision of the general manager, Theodore N. Vail. Inclusion of the 
patent work as a part of the engineering department gradually gave 
way to a more or less independent position of Lockwood on patent 
activities, until the next reorganization in 1884 found patent work 
distinct and separate from the remainder of the engineering and 
experimental activities. 

The functions of this early electrical department fell largely into 
three classifications: 

(1) Inspection of the process and product of those manufacturers 
who were supplying the telephone instruments which the Bell Co. 
leased to its licensees. 

(2) Survey of the field of patents to determine upon those patents 
desirable to purchase from outsiders. 

(3) Experimental work, apparently divided into two categories: 
(a) The work under Jacques of tests and measurement, largely upon 
cable and pole lines; and (b) the work under Berliner, consisting 
largely of general experimental work on transmitters and receivers. 

This eany organization of Bell System technical activities was not 
concerned primarily with, or organized for, giving field service or 
advice to tne licensee organizations, but was more nearly controlled 
by the desire to develop or buy patents which would perpetuate its 
patent control in the field of telephony, and make available a type of 
telephone service which could be exploited at a profit. It was during 
this period that the Bell Co. acquired a large interest in the Western 
Electric Co. for the stated purpose, among others, of reinforcing its 
ability to control the quality and type of telephone apparatus available 
to the industry and to avoid the production of a wide variety of types 
of apparatus for similar purposes. This initiated the Bell System’s 
first movement toward standardization of telephone equipment and 
apparatus, through influence or control over the manufacturing 
organization. A further close connection between this purchase ana 
the basic objective of the technical activities may be seen when it is 
noted that the manufacturing activity itself was a field offering large 
opportunity for effecting improvements in the apparatus being manu- 
factured. Control over the manufacturing organization and process 
thus gave control over this independent source of further technical 
development. 

Mechanical department (1884-94) - — The period 1884 to 1894 is the 
period in which the Bell Co.’s technical activities began to reflect the 
company’s change in character (beginning in 1881) from that of an 
organization merely renting or leasing telephone instruments to that 
of an organization also owning or controlling the companies which 
operated the leased instruments. It is during this period that the 
company’s technical activities first reflected any considerable effort 
to lend technical advice and aid to the operatmg companies. The 
changed character of the licensor company’s association with the 
subsidiary operatmg companies is a logical explanation for the intro- 
duction of this new effort in technical activities. However, during 
this period as well as during the two prior periods the controlling 
objective of the company’s business policy, insofar as it related to 
technical activities, apparently was the desire to use technical develop- 
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ment in the field as a basis for continuing control over, and profitable 
development of, the telephone business.® 

The organization for engineering activities which was set up in 
1881 was changed again in 1884, with a corresponding change in the 
department's name. The patent activities were separated completely 
from the electrical department and thenceforth continued as a sepa- 
rate organization and separate function under Lockwood. What had 
been the principal remaining technical functions of the electrical 
department were assumed by a department which came to be known 
as the mechanical department. This new department assumed the 
following functions: 

1. Examination, experimental testing, and preparation of reports on 
submitted inventions. 

2. Adopting inventions and designing apparatus for commercial 
application in the wire telephone plant. 

3. Tests of materials and supplies. 

The first duty was given a position of primary importance, thus con- 
tinuing the type of activity which had been emphasized in 1881 in the 
duties of the original technical organization. In this respect there was 
no fundamental change in the company's emphasis in or limitation 
upon its technical activities. 

The latter part of this period witnessed a significant conclusion on 
the part of Hammond V. Hayes (who became head of the department 
in 1886) as to his method of dealing with what later came to be termed 
fundamental research. Up to this time the technical activity largely 
had been concerned with new designs of existing instruments and 
supervision of the methods of telephone manufacture. Hayes recog- 
nized the existence of a further field having desirable objectives which 
included the devising of new methods of transmitting speech, but he 
apparently believed the burdens of the first two types of technical 
activities were too great to allow him to develop this additional field 
of effort, which he disposed of in this fashion: 10 

I have determined for the future to abandon this portion of the work of this 
department, devoting all our attention to practical development of instruments 
and apparatus. I think the theoretical work can be accomplished quite as well 
and more economically by collaboration with the students of the Institute of 
Technology and probably of Harvard College. 

Engineering department ( 1894-1907 ). — Expiration of the basic Bell 
patents in 1893 and 1894 had an understandable effect upon technical 
objectives and activities. An indication of this is given in the subject 
of metallic (two-wire) circuits as against the practice then predominant 
of using a single telephone wire, with the ground serving as a part of 
the electrical circuit. A question apparently arose at this time as to 
the necessity of requiring all-metallic (two-wire) circuits. Hayes said 
in this connection: 11 

My answer would be * * * that metallic circuits should be used even where 
the service is to be entirely local, for the reasons, 

• The early origin of this controlling objective was clearly stated in the argument of counsel for the Bell Co. 
In the Western Union ease, the relevant parts of which are quoted on p. 206, infra. These frank statements 
of Bell counsel serve to orient the company’s technical and patent activities both with respect to each other 
and to the controlling objective of the company’s entire corporate effort; that is, that the successful pursuit 
of profits required a control not only over the telephono patent itself, but also over the auxiliary equipment 
required for commercial exploitation of the telephone. This control of auxiliary equipment, as well as of 
refinements and improvements in the original telephone instruments, could be obtained by two methods: 
either through purchase of patents developed independently, or through the development of patentable 
ideas by its own technical organisation. 

w Annual report from Hammond V. Hayes to President Hudson, dated March 7, 1892, pp. 2, 3. 
u Letter from Hammond V. Hayes to President Hudson, dated March 17, 1891. 
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First, service. I think that we must use better instruments as soon as compe- 
tition becomes active. We have good instruments, and, if they are used the 
trouble from cross-talk on grounded circuits would be great. 

At the beginning of this period the mechanical department ceased 
functioning as a wholly independent unit and was relegated to the 
status of a division in an engineering department which consisted of 
the mechanical divison and the engineering division. The latter was 
a new technical unit which had its origin in 1890 as an engineering 
department, consisting of a chief engineer and one assistant. This 
unit, which had grown to a total of seven members by 1893, conducted 
miscellaneous engineering work largely in the nature of field work 
and study, requiring many visits to the telephone exchanges in 
operation. For example, before it was amalgamated with the me- 
chanical department it had made a study, jointly with the latter 
department, of electrical interference caused by the electrical street 
railway systems which at that time were increasing rapidly in num- 
ber and scope of operation. Much work of this character was also 
being carried on by the associated companies which now obtained 
the cooperation and support of the American Co. With the approach- 
ing threat of open competition this early effort apparently reflected 
the company’s increasing desire to become acquainted with the operat- 
ing problems of its licensee operating companies, and to aid them in 
maintaining their competitive position in the industry and in reducing 
costs. 

Coincident with the beginning of telephone competition there was 
an increase in the personnel of the technical group about the time the 
basic Bell patents expired. By the end of 1894, the engineering divi- 
sion had doubled its staff from 7 to 14 members while the mechanical 
division contained a personnel of 46. The next year ended with 
19 men in the engineering division and 60 in the mechanical division. 
The former remained about the same in size for some years, but the 
latter increased to 72 in 1898 and to 125 in 1901. By 1902 the total 
number of technical workers was 203, an increase of 238 percent 
over the technical staff employed late in 1894, at the beginning of 
the period of competition. 

During this period of competition from other companies within the 
telephone field, continued importance was attached to the develop- 
ment of long-distance telephony which received, either directly or 
indirectly, a large share of attention of the technical forces. The 
technical effort in this direction was a continuing and important char- 
acteristic of the period in which effective competition was offered by 
independent telephone companies. During this period President 
Fish of the American Co. stated that the company’s long-distance 
lines, regarded as the “nerves” of the whole system, were considered 
extremely important to the company and constituted a protection 
against competition from local independent telephone companies . 18 

Because fundamental changes were made in the company’s policies 
in 1907, at the time management control of the American Co. was 
changed under the influence of investment bankers, it is helpful to 
review the status of the company’s policy on technical activities as it 
existed just prior to the change. Prior to 1907 little attention had 
been given to what came to be known later as “fundamental research.” 
Acquisitions of controlling patents were made through the patent 

>* For a more detailed treatment of the company’s long-lines policy and this statement by President Fish, 
see ch. 12. 
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department from sources external to the Bell System. The policy 
rather was for technical activities to extend long-distance service and 
to aid in the fight against competition; to design and improve appara- 
tus in its more minor details; and in general to attempt to meet all 
competitive offers of telephone service of improved quality, at lower 
cost and in greatly increased quantity. 13 

Change in Technical Activities After the 1907 Management Re- 
organization. 

Changes in the company's technical activities may be traced directly 
to the abrupt introduction of a new management control over the 
company in April 1907, when investment bankers came into promi- 
nence in the company's affairs. 14 On July 1, 1907, Theodore N. Vail, 
the new president installed by the bankers, replaced the company's 
chief executive of technical activities, Hammond V. Hayes, by John 
J. Carty, an old associate of Vail during the latter's previous connec- 
tion with the company prior to 1887. Hayes subsequently was 
released after Carty had assumed aggressive supervision of all tech- 
nical activities. The technical work and staff immediately were 
moved from Boston to New York and changes in the personnel were 
given prompt consideration. The influence of a new management, 
acting under the pressure of current adverse economic conditions, was 
reflected almost immediately in the company’s technical activities in 
several ways: First, in a prompt reduction in the engineering personnel 
and expenditure; second, in an emerging emphasis upon “standardiza- 
tion" as a method of decreasing the cost and increasing the net return 
derived from the sale of a uniform and rigidly standardized telephone 
service. The third and most important effect upon the company's 
technical activities following this change in management control was 
reflected in the manner in which the new executives of the company 
met the threatened invasion of their wire telephone industry by the 
emerging science of “wireless" telephony. The second of the above 
factors resulted in the institution of the company's present policy on 
engineering and standardization, of which the origin and objectives 
are indicated in this chapter, with detailed analysis reserved for treat- 
ment in chapter 9. The third factor above noted was to result in the 
present broad scope of Bell System research. 

Definition of responsibilities of American Co., Western , and associated 
companies. — The technical activities of the American Co., the asso- 
ciated companies, and Western were reorganized by Carty and Vail 
in 1907, with definite responsibilities and limitations assigned to each. 
In general the associated companies were to do no research work but 
were required to bring to the attention of the American Co. the need 
for any new type of apparatus or any suggestion on development 
work. The American Co. was to pass upon the desirability of carrying 
on the indicated activity. If the latter deemed it desirable for such 
work to be undertaken, the Western Electric’s engineering depart- 
ment was to be authorized by the American Co. to carry on the 
required engineering activity on specific “work orders" originated by 
the American Co.'s staff, with specific objectives and expense limita- 
tions stipulated by the latter. 

u The company’s policy on competition, and changes in the policy during the period 1902-7 and subse- 
quently, are treated more fully in ch. 5. 

»« The 1902-07 changes in management control of the American Co., under the influence of a group of 
investment bankers, are described in ch. 4. 
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Three characteristics stand out in the rearrangement of functions 
and responsibilities which were instituted under Vail subsequent to 
1907. First, the associated companies largely discontinued inde- 
pendent research in the field of telephony. Second, the sole respon- 
sibility and ultimate control over selection of individual projects and 
definition of objectives in any technical work to be carried on (for the 
Bell System) by Western Electric was placed with, and has since con- 
tinuously resided in, the American Co. Third, responsibility was 
placed with the American Co. for establishing approved standard 
types of apparatus which Western was authorized to manufacture for 
the associated companies. This policy of standardization limited the 
number of different forms in which particular pieces of apparatus or 
equipment might be made available to serve the same or similar pur- 
poses. This effort at standardization, although recognized by Hayes 
prior to 1907 as a desirable activity, was given increasing impetus 
under Carty, and was centralized directly under control of the Ameri- 
can Co. 16 In effect, this reorganization and redefinition of authority 
resulted in a rigid centralization of responsibility for the technical 
activities and policy of the entire Bell System in the hands of an 
American Co. executive, John J. Carty, under the control of the new 
president, Theodore N. Vail. 

Following this reorganization, there emerged two fields of technical 
activity, each having a more definite objective and policy. One of 
these in general continued the previous field of technical activity, 
though reorganized and reoriented, while the other was more nearly a 
new type of corporate effort, having a new objective. Out of the some- 
what amorphous technical activities of the period prior to 1907 there 
were evolved certain objectives, practices, and policies which are 
described in chapter 9 under the title “Engineering and Standardiza- 
tion.” Shortly after this reorganization and redefinition of the pre- 
vious field of technical activities, a new kind of technical activity was 
introduced, defined as research. Thus in the years immediately fol- 
lowing the company's change of management m 1907 the company’s 

E revious technical efforts were split into two areas of technical effort 
aving distinctive objectives. Although the policy on engineering 
and standardization is taken up in detail only in chapter 9, the origin 
of that policy out of the previous technical activities is described in 
this chapter because of its close association with the above history of 
technical activities prior to 1907. The origin of a new research policy, 
after 1907, is intelligible only by reference to this history of previous 
and concurrent technical activities. 

Early evidence of new policy on research . — The phrase “fundamental 
research” scarcely appeared at all in the company's technical depart- 
ment vocabulary until about 1910. Certain activities during 1908 
and 1909 were reported separately under the title “Research,” but 
those activities were neither distinctive nor numerous until 1911, when 
the first serious effort was made to institute a completely new type of 
technical effort. During that year a research branch was organized 
within Western Electric’s engineering department, with the stated 
intention of hiring the best technical talent available. The complete- 
ness with which the policies of 1906 were reversed, under the new 

14 This policy and its objectives are described and analyzed more in detail in ch. 9 on Engineering and 
Standardization. 
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management installed in 1907, is sharply defined by comparison of the 
1906 and 1911 reports. In 1906 Chief Engineer Hayes reported: 14 

Every effort in the department is being exerted toward perfecting the engineer- 
ing methods; no one is employed who, as an inventor, is capable of originating new 
apparatus of novel design. In consequence of this it will be necessary in many 
cases to depend upon the acquisition of inventions of outside men, leaving the 
adaptation of them to our own engineers and to the Western Electric Co. 

In 1911 Chief Engineer Carty, who replaced Hayes, reported on the 
personnel of the new research branch as follows: 17 

To make adequate progress with this work, it was decided to organize a branch 
of the engineering department which should include in its personnel the best 
talent available and in its equipment the best facilities possible for the highest 
grade research laboratory work. * * * A number of highly trained and 

experienced physicists have been employed, beside a group of assistants of lesser 
attainments and experience. Four of the men in direct charge of the investiga- 
tions under way have taken their doctor’s degree at one or another of the leading 
American universities, and three of these men have had special opportunities for 
experience as instructors in university work, or as assistants in research laborato- 
ries, such as the Bureau of Standards in Washington. Another man in charge of an 
important investigation has had a considerable amount of postgraduate work and 
was for some time a professor of electrical engineering at a well-known institution. 

The immediate interest of this new research branch, and its recogni- 
tion of the progress which “outside men” had accomplished, were 
shown by the further statement in the same report: 

As soon as the research branch was established, work on the telephone-repeater 
problem was taken up on a comprehensive scale. * * * The research work in 

this case has been undertaken on the broadest possible lines. * * * 

During the last 10 or 15 years that branch of physics which forms a part of 
electrical science has made wonderful advances. In connection with many of 
these advances practical applications have from time to time been suggested by 
engineers and physicists. * * * Research work is being conducted covering 

the phenomena involved in the cases which seem most likely to have practical 
application to the repeater problem. 

it is yet too soon to report as to the commercial results of this study, but with 
reference to the proposition as a whole, it should be stated that here is a field of 
large possibility which will unquestionably pay liberally for whatever investiga- 
tions may be made. * * * 

Influence of Lee De Forest's vacuum-tube patents. — The matter with 
which the expanded research staff of the American Co. became 
actively concerned in the early years following its organization was 
the potentialities of radio in the communications field, particularly with 
relation to telephony. 18 These developments were of such nature that 
for the first time the “wireless” art, previously confined to telegraphy, 
was expanded to include possibilities of radiotelephony as well as 
radiotelegraphy. Radiotelephony emerged from these scientific de- 
velopments as a potential competitor of wire telephony, through its 
threat of providing an alternate or substitute method of telephone 
communication (especially over long distances) of potentially large 
commercial importance. Vail's early attention to radio telephony was 
indicated by his correspondence in August 1907 with Robert Fleming 
(of London), who was associated with a large English investment 
house. Vail, in reporting to Fleming on the company's progress and 
prospects, deprecated the competitive threat of the new science, 
stating: 19 

As to the “wireless”: I can only refer you to the success of the wireless telegraph 
and the inroad made by it upon the general telegraphic situation as compared with 

»• Annual report of Hayes to President Fisb, December 31, 1906. See exhibit 1951-A, p. 105. 

17 From Carty's 1911 annual report, p. 23. See exhibit 1951-A, pp. 134-136. 

>• See exhibit 2112, p. 22. 

»• Letter from President Vail to Robert Fleming, 2 Princes St., London, England, dated August 7, 1907. 
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the promises and prophecies. The difficulties of the wireless telegraph are as 
nothing compared with the difficulties in the way of the wireless telephone. 

The efforts later put forth by the American Co. and its apparent 
concern to establish itself in a dominant position in radiotelephony, 
especially after the advent of the De Forest vacuum-tube inventions, 
are somewhat in contrast to this apparent indifference to the new art. 

In efforts to justify the expenditures which the Bell System subse- 
quently made in the field of radio, Frank B. Jewett, vice president of 
the American Co., discussing the reasons for early research effort in 
radio, made the following statement: 20 

From the very earliest days following Marconi, vast claims for radio have 
been made, both as to its field of applicability and the extent to which it was 
destined to replace wire transmission, and also as to the speed with which these 
claims were likely to be realized. * * * 

In the face of the potential possibilities which undoubtedly existed and the 
claims for realization which were widely heralded, and in the absence of informa- 
tion as to how far these claims were founded on fact, and how rapidly they might 
reasonably develop in reality, it was early clear to the American Telephone A 
Telegraph Co., and to all in the Bell System, that a full, thorough, and complete 
understanding of radio must be had at all times if the art of telephony and the 
business of the associated companies in the giving of telephone service was to be 
advanced and the money invested in that service safeguarded. * * * 

Protection of the capital invested in the existing wire telephone 
industry was thus admitted to be an objective of this new effort. A 
further and more specific reason for the American Co.’s increased 
interest in research was indicated by Jewett, in the intercompany 
correspondence above quoted, to be as follows: 

In the years preceding about 1912-14, when the emphasis on radio w r as pri- 
marily that of its possibilities in the telegraph field, there was not much object 
in carrying forward elaborate experimental research and development work in 
the field of (radio) telephony, primarily because the then mode of transmission 
and the types of transmitting and receiving apparatus available did not lend 
themselves to telephone. * * * 

With the advent of the vacuum tube, about 1912, as a powerful potential tool 
for the generation, modulation, detection, and amplification of continuous high- 
frequency currents, and with the progress that had been made in the direction 
of continuous wave transmission and toward a wider band of frequencies in the 
shorter wave-length region, the whole picture took on an entirely different aspect. 

Beginning at that time we (and others) commenced a vigorous and extensive 
program of research and development in the field of radiotelephony, and have 
continued the work uninterruptedly ever since. * * * 

On January 15, 1907, patent No. 841,387 was issued to Lee De 
Forest; on February 18, 1908, patent No. 879,532 was issued to the 
same individual, on the same type of new device, which since has 
come to be known as the three-element vacuum tube. The tremen- 
dous importance of this independently developed radio invention was 
indicated in 1918 by George E. Folk, general patent attorney of the 
American Co., in the following words: 

The three-element vacuum tube has frequently been referred to as the heart 
of radio. It can, with equal truth, be referred to as the heart of the carrier 
current, wired telephony, and telegraphy. 

In the field of wire telephony, too, the De Forest vacuum-tube 
invention was of tremendous commercial significance. Whereas the 
distances practically covered by wire telephony previously had been 
limited by the fact that the received currents were too weak to be 
heard, and the known devices for amplifying the weak currents had 

* Letter from Frank B. Jewett to Mr. E. L. Blackman (of the American Co.'s legal staff)* dated March 9. 
1932. 
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not proved commercially practical beyond a few hundred miles because 
of their tendency to distort the variations of the voice currents ampli- 
fied, this new device, with its inherent possibilities of extreme accuracy 
in amplification of each small variation in the voice current, expanded 
wire telephone transmission practically to unlimited horizons. 

It is apparent from the records of the American Co. that at the 
time the first rights under the De Forest patents were acquired, the 
prime interest of the Bell System was in the development of a satis- 
factory repeater to be used in connection with long-distance wire 
telephony. However, the subsequent acquisition of rights under 
these patents in connection with radiotelephony indicated that the 
Bell System officials early recognized the potentialities of radiotele- 
phony and their intention to dominate this field also. 

Out of this invention came results of tremendous scientific and 
commercial significance. It afforded a greatly improved method 
of amplifying the minute currents picked up by radio antennas; it 
afforded an excellent means for “modulating” radio currents to 
conform with the intricate current variations which represent the 
voice in electrical transmission. 21 Out of these possibilities arose 
the technical feasibility of transforming wireless telegraphy into 
wireless telephony, or radiotelephony, as it came to be known. 

The De Forest vacuum-tube inventions had two important signifi- 
cances for the Bell System: First, it afforded advances in the tech- 
nique of radiotelegraphv until radio telephony became possible, and 
for the first time offered a competitive threat to Bell’s long-distance 
service through the possible substitution of radio for transmission 
of medium- and long-distance telephone communication; second, 
it offered a method by which the art of wire telephony could accom- 
plish, for the first time, a commercially practicable long-distance 
telephone communication over wires. Under these conditions the 
development of telephone communication over long distances became 
a technical possibility, either by wire or by radio. The relative 
rapidity of commercial adoption and exploitation of the two methods 
necessarily was affected by the comparative aggressiveness in scien- 
tific development and engineering perfection of the device as applied 
to the two fields. In April 1909 Carty made direct reference to the 

f >ossibility of radio experimenters developing and controlling a success- 
ul “telephone repeater,” in a memorandum dated April 8, 1909, 
entitled “Additional Force Required — Engineer,” in which he said: 

One additional argument making for vigorous work upon the development of a 
more powerful repeater I call to your particular attention. At the present time 
scientists in Germany, France, and Italy, and a number of able experimenters in 
America are at work upon the problem of wireless telephony. While this branch 
of the art seems at present to be rather remote in its prospects of success, a most 
powerful impetus would be given to it if a suitable telephone repeater were avail- 
able. Whoever can supply and control the necessary telephone repeater ” will 
exert a dominating influence in the ait of wireless telephony when it is developed. 
The lack of such a repeater for the art of wireless telephony and the number of 
able people at work upon that art create a situation which may result in some of 
these outsiders developing a telephone lepeater before we have obtained one 

* A third very important use of the 3-element tube was as an oscillator, or generator of uniform high fre- 
quency alternating currents, which, when modulated to conform with voice current variations, served as 
a carrier for the latter. In this aspect, however, the 3-element vacuum tube was not so completely controll- 
ing, as there were other practical, though less desirable, generators such as the so-called arc and the Alexan- 
derson alternator. 

»• The company has always insisted upon referring to the vacuum tube, as here applied to wire telephony 
as a “telephone repeater/' rather than as a “vacuum tube amplifier." Even as applied to the art of radio, 
where the vacuum tube was invented, the Bell System tends to regard it as a "telephone repeater" applied 
to radio purposes. 
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ourselves, unless we adopt vigorous measures from now on. A successful tele- 
phone repeater, therefore, would not only react most favorably upon our service 
where wires are used, but might put us in a position of control with respect to the 
art of wireless telephony should it turn out to be a factor of importance. 

In view of the fact that the essential idea already had been evolved 
by De Forest’s invention of the three-element vacuum tube, it is 
helpful to follow closely the American Co.’s further references to this 
radio invention and concurrent changes in the company’s policy on 
research. That Carty was interested in the possibility of such an 
invention affording control work over radio, as well as over “telephone 
repeaters,” was clearly indicated in his above memorandum of 1909. 

Objectives of research activities in radio . — The American Co. insti- 
tuted an intensive research and development program on the three- 
element vacuum tube. Before the numerous independent radio 
experiments had developed the full possibilities of the new device the 
Bell System had secured complete control of the three-element 
vacuum-tube patents and had launched into an intensive effort to 
develop its commercial possibilities in wire telephony. Out of this 
effort the company was able to establish commercial long-distance 
wire telephone service from coast to coast. 

By 1914, the year in which a commercial grade of transcontinental 
wire telephone transmission was accomplished, the American Co.’s 
research effort turned to radio, apparently for the purpose of answering, 
for the investing public, the same question which Vail had been called 
upon to answer privately in correspondence with those investment 
representatives who were interested in the future business prospects 
of the company. 

Late in December 1913 Carty and Jewett discussed the possibilities 
of developing trans-Atlantic radio telephony, and in January 1914 
the American Co. instituted a 1-year program to determine the 
technical possibilities and probable chances of ultimate success of 
trans-Atlantic radiotelephone transmission. In December 1914 the 
suggestion was made that a radiotelephone sending station be erected 
at Montauk Point, Long Island, and a receiving station at Wilming- 
ton, Del. The stations were established early in 1915, and successful 
tests were accomplished. The motive for these efforts of the Bell 
System in radio telephony was indicated in a memorandum by Carty, 
which O. B. Blackwell (transmission development engineer of the 
Bell Telephone Laboratories) later summarized as follows: 23 

A memorandum by Mr. Carty (Mr. Carty’s file No. 50, vol. 4, Developments 
of Wireless Telephony, memorandum undated but apparently April 1915) sum- 
marized the situation after the carrying through of the tests from Montauk 
Point to Wilmington, Del. The motive stressed appears to be the demonstration 
of the company’s position in radiotelephony by being the first to transmit speech 
across the Atlantic. * * * 

The latter demonstration was accomplished in 1915. Although no 
publicity attended the preliminary efforts, as soon as a brief trans- 
mission from Arlington, Va.,had been distinguished and understood 
by the Bell System engineer located in the Eiffel Tower, in Paris, 
considerable publicity was given to the feat. Following this demon- 
stration the company’s efforts to establish and operate long-distance 
radiotelephone stations practically ceased for several years, probably 
due partly to the pressure of other efforts related to war activities. 
The effort was revived again in 1919, for reasons which were indicated 


M Appendix written by O. B. Blackwell, for a memorandum dated February 24, 1932, entitled 1 
Reasons for Carrying Out Bell System Development Work." 
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in a company summary of correspondence showing the steps which 
led to the building of certain radiotelephone stations, which stated in 
part: 24 

In May 1919, a memorandum was written by Mr. B. Gherardi to Mr. Thayer 
in which he states that in order to keep ahead of others in the wireless field and 
not lose out in the matter of patents a comprehensive wireless program had been 
drawn up after a conference with Mr. Jewett, the staffs of the Western Electric 
Co. and American Telephone & Telegraph Co., and Mr. Folk. * * * 

Mr. Folk was the American Co.’s patent attorney. 28 

In these efforts the company was shaping its radio research policy 
to afford it a controlling patent position in radio. The desire to ob- 
tain patent control over any and all forms of communication methods 
appears to have been at least as strong a motive as the wish on the 
part of the company to improve wire-telephone service to wire-tele- 
phone subscribers. 

The necessity of stating the reasons for engaging in this early radio 
research work confronted the American Co. in 1932, in the course of 
its defense in the Chicago Rate case. 2 * A brief review of the 1932 
statements of the company will afford some indication of its present 
views on the motives underlying this early research work. Blackwell 
stated the reasons as follows: 27 

The motives which have led to the development work on radio may be classed, 
as I see it, under these three headings: (1) Commercial protection, (2) technique 
and patents, and (3) service. 

Commercial protection, the first of those listed, was then explained 
and amplified as follows: 

Under this can be placed the motives which arose from the claims made for 
radio that it would ultimately be able to furnish a large part of telephone services 
and would displace a considerable part of the existing telephone plant. The 
natural reaction was the determination to find out definitely the possibilities of 
radio. At no time, I believe, did the technical departments seriously fear that 
radio could handle any large part of the telephone service. It was considered 
important, however, to be able to demonstrate this fact. Furthermore, there was 
a feeling that active development of the radio art by this company and the public 
recognition of this fact was the best background to give weight to the company’s 
statements regarding radio and to give assurance to the public that to whatever 
extent radio proved valuable this company would profit and not suffer from it. 

In defining “technique and patents,” Blackwell referred largely to 
the work which the company then conducted (and still is conducting) 
on coaxial cable systems, by which waves of radio frequency may be 
conducted along wires. It was stated that the highly involved and 
interesting technique of the radio art could properly be explored by 
the company, both to determine the possibilities of radio and also 
to determine radio’s possible application to wire systems and “to 
prevent a patent situation developing which might restrict” the Bell 
System’s wire developments. 28 

» Letter from “R. H. Wilson — LG” to E. H. Colpitts (of Western’s engineering department), dated 
November 11, 1922. 

* An expenditure of $600,000 was authorised, of which $360,000 was expended to build a radio transmitter 
at Deal Beach, N. J., and a receiving station at Cliff wood, N. J. 

* IAndheimer v. Illinois Bell Telephone Co., 292 U. 8. 161. 

v O. B. Blackwell memorandum dated February 24, 1932, annotated “Mr. Colpitts per our conversation, 
O. B. B.,” entitled “Radio— Reasons for carrying out Bell System development work.” Frank B. Jewett, 
American Co. vice president in charge of the Laboratories, when presented with these statements during 
his testimony in the course of the investigation, corroborated the statements and agreed with their order, 
in which commercial protection was placed first (Transcript of Record, F. C. C., Special Investigation, 
Docket 1, p. 2867). 

» It is of interest to note that the Bell System’s researches on coaxial cable (which affords commercial 
protection against radio by offering a wire channel for the type of waves which, In radio, are radiated through 
space) had their origin in the so-called carrier experiments begun by the Bell System in 1914, about the time 
radio first appeared as a potential competitor of the Bell System’s wire plant. 
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“Service” was explained by reference to the fact that radio was 
the only general way of communicating with moving vehicles, and 
also offered the most promising way of opening service to distant 
countries. Blackwell took the position that the Bell System, being 
responsible for the greater part of the country’s wire-telephone serv- 
ice, could hardly do other than “push forward” in the allied communi- 
cation field of radio. 

No intimation was given here that other companies, engaged solely 
in the radio industry and financed by independent capital, might be 
willing and capable of developing and offering a public radio service, 
provided the Bell System’s strong patent situation did not inhibit 
effective competitive efforts. 29 In this connection it may be noted 
that when the radiotelephone research program was renewed in 1919, 
Bancroft Gherardi, in a letter to Thayer on May 17, 1919, referred 
to the necessity of instituting the work promptly lest others undertake 
it, and result in a situation m which the Bell System “would soon be 
met by demands to connect with wireless systems controlled and 
operated by others.” Blackwell admitted that the Bell System’s 
efforts in affording service to mobile stations had not been “so suc- 
cessful” except for specific instances, but pointed out that the radio- 
telephone service to foreign countries had been established, with 
“favorable public reaction to the company.” 

The direct objectives of the Bell System in conducting this research 
work have been concisely stated by Blackwell in a memorandum 
dated February 4, 1931, addressed to E. H. Colpitts, then assistant 
vice president of the Laboratories. Blackwell specified three separate 
motives. The first concerned items which were justified “on the basis 
that the expected savings and service improvements will prove them 
in by a large margin.” The second concerned items “that presumably 
will justify themselves on an economic basis.” The reference to justi- 
fication on an economic basis evidently contemplated immediate 
potential profits as contrasted with expenditures made for the pro- 
tection of the investment generally without any immediate prospect 
of commercial use. Concerning the third motive, Blackwell stated: 

A third classification of these items has not been justified on an economic basis 
but has been justified almost completely on a company-policy basis. This 
includes long-distance radio, ship-to-shore radio, radio for aviation purposes, 
long-distance submarine cable, certain wire system development as adjunct to 
the radio and submarine cables, telephotography, and television. All of these 
matters take us into new fields where there is a tremendous amount of develop- 
ment work which could be carried through if we went into the matter exhaustively. 

>• It Is significant in this connection to note that research efforts were carried on to obtain controlling 
patents on all alternative methods, even though the company did not intend to make U9e of these alternative 
devices. The early origin of this policy, and Its direct relation to the repeater, is indicated in Carty's letter 
to Western’s chief engineer, Scribner, dated November 20, 1912, in which Carty stated, “In writing to Mr. 
Thayer today regarding the repeater matter, I pointed out that there was a chance that our specific develop- 
ment work, if properly patented, would put us in the position to have something to say about the uae of 
mercury-arc repeaters even if the fundamental patents in Europe were in the hands of others. This would 
be true only if we patented not only the specific device which looks best to us now but also the alternative 
methods. It is to suggest to you a very careful consideration of the patenting of these alternative methods 
that I am now writing. Naturally, I would not wish to delay the practical development of the repeater, 
but I should hope there would be some way whereby alternative methods might be thought out and pat- 
ented. I think It is important that you go as far in this direction as you can. And while I am speaking of 
alternative methods in respect to this particular device. I think that the patenting of the alternatives^ a 
very important feature of our work and I suggest that the routine covering such matters be looked carefully 
over ana strengthened if necessary, the idea being that as far as possible on all new developments of any sub- 
stantial importance, we patent the alternative methods.” 

On November 22, 1912, 8cribner replied: “Replying to your letter of the 20th instant on the subject of the 
development of alternate methods to strengthen our patent situation. I sometime ago pointed out to Mr 
Halligan the desirability of doing what you propose and, after discussion with Mr. Tnayer, It was decided 
that we should adopt the policy of developing alternate methods to the more important lines of development, 
and carry on these alternatives to a point where pa tents might be secured. * * * The plan is to keep the 
actual physical tests down to the point where simply enough information is gained to justify the prosecutioD 
of a patent application.” 
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I think policy considerations should continue to control on thijs class of work. 
There is no reason that I can see to argue from the purely development standpoint 
that the effort on them should be increased. It should be understood that even 
with the large effort being made we cannot be sure we will continue to lead the 
world on all these matters. 

Reference is made to policy considerations as a motive for research 
activities which were not justified on an economic basis. The desire 
to keep ahead of others in the radio field and not lose out in the matter 
of patents is an indication of the policy-consideration involved. A 
more detailed statement of company policy relevant to those research 
activities carried on without an attempt to justify them on an economic 
basis is given in a later section of this chapter. 30 

Before continuing with the analysis of the company's policy on 
research which originated as indicated in the previous sections of this 
chapter, a summary of the organization, growth, and cost of research 
activities over the period 1907 to 1937 is given to afford some con- 
ception of the nature of those activities and the source of funds by 
which they have been supported. 

Organization of departments and functions . — The changes in organi- 
zation and objective of the company's technical activities following 
1907 have been set forth above. Essentially, the effort from 1907 to 
1909 was to retrench in both expense and personnel, and included 
concentrating Western's three laboratories into a single unit, placing 
the American Co. in ultimate control of all technical activities, and 
charging Western with the responsibility of carrying on the projects 
at its unified laboratory, though only upon specific authorization of 
the American Co. 

The position of dual control exercised by the American Co. over 
Western's technical activities and over the associated companies' tele- 
phone plant operation logically resulted in division of the American 
Co.'s engineermg department into two types of activities: First, 
those concerned with supervision and control of Western's technical 
activities (both research and engineering) ; second, the supervision and 
control of all technical aspects of the associated companies' plant and 
operating methods in order to exploit with commercial success the 
products of Western's research and engineering. In 1919 this dual 
nature of the American Co.'s engineering department resulted in its 
division into two departments. The first of these two departments 
was given the title of “Development and research department," 
exercising control over Western's technical activities, while the second 
came to be known as the operation and engineering department, 
“exercising control over the plant and operating methods" of the 
associated companies. 

Western's technical activities were carried on in its engineering 
department. After Western's Boston laboratory was abandoned in 
1908, its Chicago laboratory activities were gradually transferred to 
New York where the work was unified at 463 West Street, which later 
was to become the location of the present Bell Telephone Laboratories. 
The functions of this engineering department, in 1908, were divided 
into the following categories: 

1. Development branch, designing new apparatus and circuits. 

2. Equipment branch, designing or specifying the apparatus and 
circuits for specific central-office installation, and aiding the American 
Co. in establishing standard practices. 


» See section entitled “Significance of Bell System Research Policy." 
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3. Inspection branch, setting quality standards and inspection 
limits for manufacture and repair of apparatus. 

As early as 1908 the term “research” was used to describe a small 
and essentially nondistinctive part of the activities of the develop- 
ment branch, but apparently the title alone and not the activity repre- 
sented anything resembling fundamental research as it later came to 
be used by the company, though the mere use of the term indicated 
early thought in that direction. 

In 1909 Carty asked for additional personnel, citing the necessity 
for developing a satisfactory repeater for use in the wire system, the 
emergence of radio telephony, and the desirability of attaining a 
controlling position therein through Bell System research work. In 
1911, the so-called “research” work of the development branch was 
split off into a separate “research” branch, making four branches in 
tne engineering department: Development, equipment, inspection, 
and research. The next year (1912) two more branches were set up, 
the chemical branch and the transmission branch. The function of 
the former is evident and apparently it was concerned almost entirely 
with specific detail work, while the latter was closely related to the 
research branch in that both “tended to run largely to fundamental 
studies.” 31 The work remaining in the development branch was 
described as “bearing on the improvement of the quality as well as 
the reduction in cost of our products,” 32 thus indicating its close relation 
to the objectives of the field of engineering and standardization which 
has been referred to previously and is described in greater detail in 
chapter 9. 

On January 1, 1925, the engineering department of the Western 
Electric was incorporated separately as the Bell Telephone Labora- 
tories, Inc., equally owned by the American Co. and by its 99-percent- 
owned subsidiary, Western. This separate incorporation m itself 
caused no major change in the classification of effort until March 
1934, when the American Co.’s development and research department 
also was transferred from the American Co. to the Laboratories, 
except for its chief executive officer, Frank B. Jewett, who remained 
in charge of the transferred work as president of the entire Labora- 
tories, but at the same time continued as vice president of the American 
Co. 33 

The operation and engineering department continued as the tech- 
nical liaison and means for control and standardization of the asso- 
ciated companies’ plant and operation methods. It is divided into 
three classifications of effort: Traffic (central office operating methods) ; 
commercial (relations with customers, including forecast of consumer 
demand for service); and plant (construction, operation, and main- 
tenance of the telephone plant). 34 

The department of development and research and the Bell Tele- 
phone Laboratories were in effect two parts of a single organization 
charged with fundamental research and engineering development. 
Laboratories, together with the department of development and 


*« From the 1914 annual report of the department, pp. C and D. 

*> From the 1916 annual report of the department, p. 1. 

M This arrangement apparently was for the purpose of affording control by the American Co. over the 
Laboratories; in addition the small clerical group retained by Jewett in the American Co. under his title 
of “vice president in charge of development and research” afforded a convenient organization, within the 
American Co., to receive the charges for research work done by the Laboratories. As is described later in 
this chapter, the expenses thus transferred to the American Co. are passed on to the operating companies 
through the license service contract fee received by the American Co. from its associated companies. For 
a more detailed explanation of the license-service contract, see cb. 6. 

u Two departments, plant operation and plant engineering, are maintained under the latter classification. 


Digitized by 


Google 



INVESTIGATION OF THE TELEPHONE INDUSTRY 


195 

research, carry on fundamental research and engineering develop- 
ment; stipulate requirements and standardized methods of installa- 
tion, operation, and maintenance of new equipment which had been 
standardized for introduction into the associated companies; transmit 
to Western the specifications and requirements of apparatus to be 
manufactured; and exercise control over the quality of the products 
manufactured under these specifications. 36 

Expenses incurred by Laboratories are divided into distinct cate- 
gories according to the unit for which the work is done, for the Ameri- 
can Co. or for Western, 36 as subsequently is shown in greater detail. 
The general distinction among these two broad classes of work is, 
respectively, (1) “fundamental research” and (2) specific engineering 
and design work in connection with products bemg manufactured 
for the Bell System. 37 

Growth in personnel and expense . — The original retrenchment in 
activities following 1907 was reflected in the American Co.’s personnel 
up to the summer of 1909, after which a considerable expansion began, 
particularly in the strictly engineering personnel. From a total of 
84 employees at the end of 1907 the personnel was reduced to 79 by 
the end of 1908, though the previous trend had been strongly upward. 38 
However, by the end of the following year (1909) this retrenchment 
trend had been reversed and the staff consisted of 114 members. 

During this period Western’s engineering department reflected the 
same retrenchment, followed by a strong resurgence. From 368 
employees at the end of 1907 the number declined to 249 at the end 
of 1908 and continued practically at that same figure up to May 
1909. By the end of 1909, however, the number had increased to 
3 58. 30 

Subsequent personnel expansion in Western’s engineering depart- 
ment was especially evident in those branches which have been de- 
scribed previously as most directly concerned with research rather 
than with engineering work. The total personnel of the development, 
research, chemical, and transmission branches increased from 347 in 
1913 to 492 in 1914, an expansion of over 40 percent in 1 year. 40 The 
research and transmission branches, those carrying on the most funda- 
mental research work, increased at a relatively greater rate, from 23 to 
45 members and from 27 to 58 members, respectively. 

The total increase of Western’s engineering department activities, 
over the period 1910-15, and the specific nature of its increased work, 
were clearly set forth in the department’s 1915 annual report, which 
stated: 

The expansion of our engineering department during the past few years has been 
considerably greater in proportion than the normal growth of our business. In 

M Laboratories carries on a very small amount of manufacturing activity on products of close requirements 
and on products easily produced in the model shop. It also carries on special investigations as it may be 
requested so to do by E. R. P. I., on subjects which do not contribute to national wire telephone service. 
The essential activity of the laboratories, however, is its Bell System research and engineering work. 

u Research work done specifically for E. R. P. I. on commercially exploited products not contributing 
to Bell System telephone servioe (such as sound motion pictures) is charged to E. R. P. I. except that the 
expense of fundamental research resulting in the basic patents thus commercially exploited are charged to 
the American Co. 

n Considerable latitude apparently exists in the American Co.’s definition of the word “fundamental." 
During the depression years, when Western’s sales volume was reduced sharply, charges for certain classes 
of work were transferred from it to the American Co. The American Co. has contended, however, that 
during the depression years the nature of these research activities was altered, and that they became more 
fundamental in aspect. The total expenses billed by Laboratories to Western have exhibited a quite defi- 
nite relationship to the latter’s volume of sales. 

» See exhibit 1951-A, p. 113. 

» See exhibit 1961-A, p. 114. 

« See exhibit 1951-A, p. 146. 
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1910, for example, we had 192 engineers employed on development work, and our 
expenditure amounted to $493,527. In 1915 we had 959 men and expended 
$1,539,621, an increase of 295 percent in employees and 223 percent in expendi- 
tures. 

This condition has been brought about by new demands for research in the 
fundamentals of the science of telephony; together with larger and very important 
activities in new branches of the telephone, telegraph, and wireless arts. 

The report stated further that the accomplishments flowing out of 
the vacuum tube’s application in long-distance wire telephony as well 
as in radiotelephony represented advances which were expected to 
exert a large influence on the trend of the company’s future business. 

The trend of growth in technical personnel over the last two decades 
is indicated in the following table: 


Table 39. — Growth in personnel of the engineering department of the American Co. 
and Western Electric Co. ( Bell Telephone Laboratories after 1925 ) as of Dec. SI of 
each year. 


Year 

American 

Co. 

Western 
(1917-24) i 
Laboratories 
(1925-34) i 

Year 

American 

Co. 

Western 
(1917-24) * 
Laboratories 
(1925-34) i 

1917 

422 

420 

633 

768 

868 

826 

892 

963 

1,035 

1,998 

2,478 

2, 748 

3, 347 
2,906 

3, 116 

3, 194 
3,243 

3, 393 

1926 

1,116 
1,175 
1,236 
1,300 
1,341 
1,320 
1, 177 
1,110 
>623 

3,507 

3,622 

3,907 

4,855 

5,419 

5,105 

3,632 

3,527 

4,213 

1918 

1927 

1919 

1928 

1920 

1929 

1921 

1930 

1922 

1931 

1923 

1932 

1924 

1933. 

1926 

1934 




* Excludes manufacturing activities carried on In vacuum-tube shop. 

* Reflects transfer of American Co.’s development and research department to the Laboratories. 


Expenses for research, engineering, and standardization activities 
have been incurred by Western and the American Co. prior to 1925, 
and bv the Laboratories and the American Co. for 1925 and subse- 
quently. 41 

As stated previously in this chapter, fundamental research expenses 
are billed to the American Co. while engineering expenses are billed to 
Western. This division of Western’s engineering department ex- 
penses prior to 1925, and of Laboratories’ total expenses after its 
organization in that year, as between Western, the American Co., 
and E. R. P. I., for the past 20 years, is given in the following table: 


Table 40. — Division of engineering and research expenditures of Western and Bell 
Laboratories between Western, American Co., and E. R. P. /. 


Year 

Total expend- 
itures 

Percent of total expenditures 
charged to— 

American 

Co. 

Western 

IS. R. P.L> 

Incurred by Western Electric Co.: 

1916 

$2, 849,000 

4.081.000 

6. 039. 000 

6.112.000 

9.243.000 

8.685.000 i 

7.69 

7. 62 

1.62 

10.73 

17. 74 
12.63 

92.31 

92.48 

98.38 

89.27 

82.26 

87.87 

............ 

1917 

1918 


1919 


1920 


1921 



* E. R. P. I. was organized in 1927. 


41 The expenses incurred by Western prior to 1926 were partly absorbed in its manufacturing costs and 
partly billed to the American Co., while Laboratories’ expenses covering the activities Western formerly 
carried on both for itself and for the American Co., are divided between Western and the American Oo., on 
the basis of indivldl decisions on each of the projects undertaken. 
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Table 40 . — Division of engineering and research expenditures of Western and Bell 
Laboratories between Westem f American Co., and E. R. P. I . — Continued 


Year 

Total expend- 
itures 

Peroent of total expenditures 
charged to— 

American 

Co. 

Western 

E. R. P. I. 

Incurred by Western Electric Co.— Continued. 

1922 

$8,260,000 
9, 193, 000 
10,268,000 

11,870,663 
12, 652, 136 
13, 885,980 
16,123,796 
19, 819, 667 
22, 643,036 
20,977,151 
15,871,752 
12, 653, 140 
15, 963. 071 
16, 561,388 

11.79 

13.26 
10.64 

11.67 
12.97 
18.21 
17. 10 

19.28 
28.06 
26. 82 
35.30 

45.26 
51.49 

55.28 

88.21 

86.74 

89.36 

88.33 

87.03 
76.71 
76.86 
74.58 
67.39 
69.68 
62.02 

62.04 
46.16 
42.45 


1928 


1924 


Incurred by Bell Telephone Laboratories: 

1925 


1926 


1927 

5.08 
6.04 
6. 14 
4. 55 
3.60 
2.68 
2.70 
2.35 
2.27 

1928 

1929 

1930 

1931 

1932 

1933 

1934 

1935 

20-year total 

242, 641, 569 









Source: See exhibit 243, table 1, p. 3. 

This expenditure of approximately $250,000,000, over a 20-year 
period, including a major business depression, is an over-all measure of 
the amount of funds devoted by the Bell System to the accomplishment 
of those objectives and policies presented in this chapter on Research 
and in chapter 9 on Engineering and Standardization. 

The portion of this expense billed to the American Co., when added 
to the expense which the American Co.’s development and research 
department incurs on its own behalf, constitutes the American Co.’s 
total expense for technical activities. 42 The American Co.’s technical 
activity expenses are compared with the total departmental expenses 
of its general department in the following table: * 3 


Table 41. — 77ie American Co.'s expense for technical activities compared with total 
departmental expenses of its general department by 5 -year totals over the period 
1901-86 


Period 

(a) 

Total depart- 
mental expense 
of general 
department 

(b) 

Expense of 
technical 
activities 

(0 

Technical 
activity 
expense as 
a percent 
of total 

(d) 

1901 to 1905 

$3, 670, 300 

$1, 169, 528 

32 

1906 to 1910 

6, 659, 013 

1, 493, 602 

23 

1911 to 1915 

12, 963, 336 

3,263,701 

25 

1916 to 1920 

26, 303, 941 

10, 553, 264 

40 

1921 to 1925 

53, 716, 603 

26,950,673 

50 

1926 to 1930 

90, 344,500 

51, 546, 245 

67 

1931 to 1935 

99, 205.113 

62,152.646 

63 

Total 

292, 772, 806 

157,129,659 

54 


Source: Exhibit 1951-B, appendix B, schedule 2. 


« These technical activities include the expense of the American Co.'s development and research depart- 
ment, as well as Its operation and engineering department, of which the latter cannot be termed a research 
activity. This classification affords a comparison of the American Co.’s total expense for technical activities 
In relation to its total general department expense. In a later section are given the total expense of strictly 
research projects, which afford an expense measure of what the American Co. terms “fundamental research.” 

« The expenses, which are combined in the departmental expenses shown in this table include executive, 
development and research, operation and engineering, comptroller, treasury, legal, information, general 
service bureau, and some additional miscellaneous and unclassified expenses, but do not include taxes, 
maintenance and depreciation of leased telephone instruments, or expenses of the long lines department. 
For a more detailed statement of these expenses, see exhibit 1360-B, schedules 68 and 69. 
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Two facts stand out in this expense table: First, the subsequent 
institution of a program of increasing expense is indicated both in the 
tripling of the 1911-15 expenses in the subsequent 5-year period, as 
well as in its increase from 25 to 40 percent of total expenses; second, 
the continuous expansion in these activities is indicated by the con- 
stant increase in technical expenses up to the present, both in amount 
and as a percent of the total department’s expenses. 44 

Nature and cost of research projects . — The initial research on long- 
distance wire telephony and on radio telephony was broadened and 
expanded in the subsequent years to include research upon a wide 
variety of subjects, including wire telegraphy, wire telephony, radio- 
telephony, television, and sound motion pictures. Since detailed 
analysis of the Bell System’s research projects has been made only 
for the period January 1, 1925, to December 31, 1935, this presenta- 
tion is confined to that period in illustrating the nature and cost of 
research activities. 

During this 11-year period, for which the nature and expense of 
research work are more particularly described, the American Co.’s 
total expenses incurred in technical activities, on the same basis as 
presented in table 41, was approximately $120, 000, 000. 45 Of this 
total, the American Co.’s operation and engineering department ac- 
counted for $41,500,000, and its development and research depart- 
ment expenses accounted for the remaining $78,500,000. The latter 
total, in turn, consisted of $27,500,000 of expense incurred directly 
by the American Co.’s development and research department, and 
the remainder, $51,000,000, constituted expenses incurred by the 
Laboratories, but billed to the American Co.’s development and 
research department as representing fundamental research activities. 46 
It is the work represented by the latter amount that has been analyzed 
in detail and is summarized here. 

During this period the Laboratories’ work has been carried on under 
16 expense classifications, each divided into various subclasses which 
have varied as the emphasis of research work changed. Laboratories’ 
expenses over this 11-year period have totaled $153,387,969, of which 
$51,328,008 has been billed to the American Co.’s development and 
research department, divided among the 16 classifications as shown in 
the following table: 

«« The separate research activtles of the associated companies, the expenditures for which are not included 
in table 41, were discontinued in 1907. 

«* Approximate total expenses are given here merely to afford comparison of the total research-project 
expenses with total company expenses. Annual figures and a detailed break-down into subclassifications 
of expense are given in exhibit 1951-B, appendix B, schedule 2; exhibit 243, p. 12, table 3; and exhibit 1360-B, 
schedule 59. 

The work done by the American Co.’s development and research department on its own account, 
totaling the above indicated figure of $27,600,000, is now done by the Laboratories, since the transfer of this 
American Co. department to the Laboratories in 1934, as indicated previously in the section on Organisa- 
tion of Departments and Functions. The only expenses now incurred directly by the development and 
research department on its own account are 2 small items, "executive assistant" and“technical representative 
in Europe expenses. The $51,000,000 of Laboratories expenses billed to the American Co. over this 
1 1-year period therefore includes, for 1934 and 1935, the expense of work previously done by the development 
and research department of the American Co. The nature of the research projects subsequently to be 
described covers both the Laboratories' and the development and research department’s present functions, 
though the total expense shown ($51,000,000) reflects only that part of the development and research work 
done by the Laboratories in 1934 and 1935. 
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Table 42. — Total expense billed by Laboratories to the American Co. for research 
activities over the period Jan . 1, 1926, to Dec. SI, 19S6 

Class of work: 

Wire-transmission systems.. $14, 222, 212 

Radio-transmission systems. 9, 191, 095 

General transmission apparatus. 4, 438, 758 

Outside plant 4, 423, 409 

Central-office systems and apparatus 3,866,613 

Transmitters, receivers, and induction coils 2, 774, 013 

Fundamental studies 2, 300, 120 

Materials and processes 2, 289, 186 

Submarine cable . . 2, 209, 989 

Other communication systems and apparatus 1, 646, 087 

Interference prevention and protection 1, 299, 846 

Station equipment. 1, 017, 891 

Inspection engineering 684,987 

Lead-covered cable 494, 738 

Patents 308,862 

Miscellaneous 160, 202 


Total 51,328,008 


Source: See exhibit 243, table 5, p. 18. 


The first 3 of the above classes of expenditures account for over 
half the total expenses; consequently, the projects in these classes 
are given more attention in this summary than those relating to the 
remaining 13. 

“Wire-transmission-sys terns” research constitutes over 27 percent of 
the total for all 16 classifications. Of the projects carried on by 
the Laboratories, in this classification, a steadily increasing propor- 
tion is termed “fundamental research” and billed to the American 
Co. In 1935 the American Co. was charged with 92 percent of the 
total Laboratories’ expense in this classification. The $14,000,000 
expended on this subject fall into the following types of work and 
amounts: 


Table 43. — Wire-transmission research expenses billed to the American Co. ( 1926 

to 1936, inclusive) 


Class of work: 

Carrier on cable $3, 606, 392 

General wire transmission 2, 305, 214 

Voice-frequency equipment and circuits 1, 483, 551 

Television. — 1, 321, 183 

Telegraph equipment 1, 082, 826 

Carrier telephone 1, 052, 018 

Coaxial conductor systems 969, 01 1 

Picture transmission — 949, 728 

Trans-Atlantic radio telephone and trans-Atlantic submarine 

cable (connecting equipment) 839, 128 

Miscellaneous 613, 161 


Total 

Source: See exhibit 243, table 6 , p. 21. 


14, 222, 212 


“Carrier on cable” includes development of equipment necessary 
to the use of carrier-current operation in toll cables. This sub- 
classification was originated in 1930. 47 Little or no practical use of 

‘‘Carrier” on open wires (which is now widely used), as well as on wires in a telephone cable (a method 
which is not yet generally used), is the conduction, on or along wires, of electric waves with a frequency 
high enough above the relatively low frequency of voice currents that they do not interfere with the ordinary 
voice-frequency transmission being carried along the wire simultaneously. These waves carry the trans- 
mission of an additional telephone conversation message superimposed on this carrier wave. 


155210—39 15 
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this development has been made, and its future use may be affected 
by the “coaxial” cable development, which is being accelerated 
rapidly and may displace “carrier on cable” before it finds any con- 
siderable commercial application. 

“General wire transmission” includes expenditures on account of 
a variety of subjects. The figures in table 43 include expenditures 
on account of coaxial cable, trans-Atlantic radiotelephone and trans- 
Atlantic submarine cable prior to their segregation as separate classi- 
fications. It currently includes expenditures on account of synchro- 
nization methods applicable to “superpower” distributing systems, 
common-frequency radio broadcasting, constant-frequency sources 
applicable to ultra-short-wave transmission, such as is used in radio, 
television, and carrier-current operation; and vacuum-tube circuit 
study. 

“Voice-frequency equipment and circuits” concerns methods of 
causing circuit changes to be operated automatically by voice currents. 
These methods are applicable to trans-Atlantic circuits, long toll 
lines, phonograph and sound-film recording, radio-broadcasting sys- 
tems, and carrier on cable. 

“Television” work was separately classified beginning in 1926 but 
as yet has had no practical application in the Bell System. Although 
officials of the American Co. nave testified that their company is at 
present interested solely in the transmission of television rather than 
the production of sending and receiving apparatus, by far the largest 
part of the expenditure has been on case No. 33089, on “systems of 
television,” largely devoted to television sending and receiving 
apparatus. The objective of this case was stated by the Laboratories 
to be: 

The object of this case is to keep the Bell System abreast of the general advances 
in the art of television and to perform such work in connection with new ideas 
and suggestions as to methods, apparatus, and field of service as may be necessary 
to properly evaluate them. 

This case accounted for about 65 percent of the total television- 
research expense. Approximately another 15 percent was expended 
in public “aemonstration” of the advances which the Bell System thus 
accomplished. Some 12 percent of the expense directly concerned 
the wire transmission of television. 

The “coaxial conductor” expenses shown above have been incurred 
in the years 1932 to 1935. A “coaxial” cable consists of one or more 
groups of conductors, each group comprising a central conductor 
located within and coaxial with one or more outer conductors in 
tubular form. This type of conductor will carry a band of wave 
frequencies extending from very low (voice) frequencies to very high 
(radio) frequencies, thus exhibiting some of the characteristics of the 
ether in its ability to carry radio waves. This cable is important as 
a part of the development of television, 48 which cannot be trans- 
mitted on ordinary telephone wires or cable, but must be trans- 
mitted either by radio or by some type of wire plant different from 
that which is now installed in the Bell System for public telephone 
service. Coaxial cable may be the foundation for the method wherebv 
the* Bell System will supply, in the future, the Nation-wide network 
for the transmission of television in somewhat the same manner as 

<* In addition, of course, to its possibilities in the simultaneous transmission of hundreds of telephone 
conversations. 
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it now supplies the Nation-wide wire network in connection with 
radio broadcasting. As in the “television” case, this work includes 
the expense in case No. 35880 of installing and operating an experi- 
mental coaxial cable transmission between New York and Phila- 
delphia. The objectives of this installation were stated by the 
Laboratories to be: 

* * * This installation will provide (1) a demonstration of the practica- 

bility of such a system, (2) a definite establishment of the Bell System position 
in this sort of transmission, (3) practical experience to the Laboratories, the West- 
ern Electric Co., and the long lines, and (4) facilities for testing television of 
moderate detail. 48 

“Picture transmission” refers to “telephotos,” or photographs and 
pictures transmitted by wire. 

“Trans-Atlantic radiotelephone and trans-Atlantic submarine 
cable connecting equipment” principally concerns the terminal con- 
necting equipment for a proposed trans-Atlantic submarine tele- 
phone cable, a project which has had to be abandoned, at least for 
the time being, for reasons as indicated below, under “Submarine 
cable.” 

The projects thus far described afford some idea of the nature of 
the research work in this largest single classification, constituting 
well over one-fourth of the entire $51,328,008 of research expense. 

“Radio transmission systems” research expense constitutes over 
17 percent of the total for all 16 classifications. The $9,191,095 cost 
of radio transmission system research has been expended in the work 
classifications and amounts shown in the following table: 

Table 44 . — Radio transmission research expenses hilled to the American Co. 

( 1925-85 , inclusive) l 


Class of work: Expense 

Short wave, general $3, 253, 066 

Transoceanic radio 2, 575, 841 

Aircraft communication 1, 276, 469 

Other radio receiving and transmitting 1, 194, 835 

Ship-to-shore. 730, 989 

Miscellaneous - 159, 895 


Total 9,191,095 

Source: Exhibit 243, table 14, p. 63. 


“Short wave — general” is over 95 percent constituted of two sub- 
classes, “short-wave radio” and “ultra short wave.” The former 
was concerned with the establishment of short-wave trans-Atlantic 
radio systems as alternates to the then-existing long-wave systems. 
On “ultra short wave” work the economic value indicated in the case 
was stated by Laboratories in the following terms: 

The economies to be expected from this investigation depend upon the degree 
to which ultra-short-wave circuits are found to be valuable either as adjuncts to 
the present telephone facilities or as competitors to them over difficult terrain. 
There are other possible commercial fields in short-distance communication, in the 
mobile services and in broadcasting. 

“Transoceanic radio” is divided into “short wave” work ($1,922,371) 
and “long wave” work ($653,470). The major part of the former 
expense was of the same nature as that described above under “Short 
wave — general.” The latter expense was concerned with the research 
on a new long-wave trans-Atlantic system. 


» Exhibit 243, p. 27, case No. 35880. 
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“Aircraft communication,” the third largest item, concerns the 
development of radiotelephone equipment for use on aircraft and at 
ground stations communicating with aircraft. 

The last important classification, “other radio receiving and trans- 
mitting,” apparently is a general case to cover advance research work 
before specific proiects develop to the point where they become 
separate classes, as happened in the case of the “short wave — general” 
classification. The statement of “economic value” given for this case 
indicates the objective in this work in the following terms: 

The economic value of this type of work results principally from its influence 
on the more definite development projects and on the patent protection obtained 
on the more fundamental radio circuits. 

“General transmission apparatus” research expense constitutes 
over 8 percent of the total of all 16 classifications. This third classi- 
fication of research activities, added to the two classifications above 
summarized, accounts for well over half of the total expense of 
$51,000,000, while the other half is accounted for by the remaining 
13 classifications. This class of research activities consists of the 
following classifications of work and expense: 

Table 45. — General transmission apparatus research expenses billed to the American 

Co. ( 1925-85 , inclusive) 


Class of work: Expenu 

Vacuum tubes $3, 568, 560 

Photoelectric cell 328, 532 

Testing apparatus __ 310, 801 

Miscellaneous 230, 865 


Total 4,438,758 


Source: See exhibit 243, table 16, p. 6S. 


The research work on vacuum tubes largely concerns the physical 
processes involved in their manufacture and in the continued develop- 
ment of high-power vacuum tubes. In the latter instance the objec- 
tives of this research work were referred to by the Laboratories in the 
following manner: 

The work done under this case is an essential portion of the general radio 
transmission development studies that have been in progress for several years. 
The reasons for it and its desirability are the same as for the general radio trans- 
mission studies. 

Its economic value cannot be evaluated. It will keep our fundamental vacuum 
power tube developments up to date as required in the transoceanic radio systems. 

“Photoelectric cell” research objectives were stated by Laboratories 
to be as follows: 


The experimental work done in the laboratories has made it possible for all the 
needs of the Bell System for light-sensitive devices to be met. This includes 
photoelectric cells for picture-transmission service, for announcer apparatus, for 
sound motion pictures, and for television. At the present time there is pressing 
need for more sensitive photoelectric cells in sound-picture work, and the lines of 
study which are now being followed are planned in a large part to meet this 
need. 


The reference to this work as making it possible to meet “all Bell 
System needs” on these devices is something of an understatement 
of the scope of its accomplishments, especially in reference to sound 
motion picture apparatus, in which the actual “needs” of the Bell 
Telephone System and of its wire telephone rate payers would appear 
to be rather conservative in amount, and easily met. The validity 
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of this inference is somewhat strengthened by H. P. Charlesworth’s 
statement in a letter to J. J. Lyng, vice president of E. R. P. I., in 
which it was stated in part: 60 

Photoelectric studies have heretofore been charged entirely to the American 
Telephone & Telegraph Co. In view of the fact that a large part of our demands 
for information come up in connection with sound pictures and particularly 
since our increased program is aimed specifically at cells for sound-picture work, 
it now appears to us that a part of this photoelectric work is properly chargeable 
to the Electrical Research Products, Inc. 

Despite Mr. Charlesworth’s suggestion, no research expenses on this 
project (case No. 31967) were made against E. R. P. I., and the 
expense, in increasing annual amounts, continued to be charged against 
the American Co. 

The remaining 13 major classifications of research expense billed 
to the American Co., as set forth in table 42, are of less total expense 
and considerably less individual expense than the three classifications 
thus far summarized. With the exception of a few comments, no 
further summary of the nature and amount of these subclassifications 
is given. Most of the classification titles are self-explanatory. “Fun- 
damental studies” cover study of the qualities of music, speech and 
hearing, transmission theory, and “general” studies. Concerning 
transmission requirements for reproducing music (case No. 19229), 
Laboratories made the statement: 

Origin of problem: The work originated on account of the demand for more 
accurate information regarding the physical properties of music and its application 
to the design of broadcasting circuits, sound pictures, and phonograph equipment. 

Economic value: As a result of this work better apparatus for sound pictures, 
for phonograph reproduction, and for broadcasting equipment and circuits will be 
possible. This will be reflected in the increased sales of such equipment . 51 

Under “general” studies, the origin of “fundamental electro-optical 
research” was stated by Laboratories as follows: 

Photoelectric studies, which constitute the larger part of the electro-optical 
researches, were initiated because of the importance to us of the fundamental 
information on electrical conduction and contact phenomena derived therefrom, 
and because of the rapidly growing importance of signal origination or control by 
light in communication systems and motion-picture apparatus. Studies of 
photographic and luminescence phenomena have come up in connection with 
television, picture transmission, and sound-picture apparatus . 82 

“Submarine cable,” the ninth in order of importance of the 16 
classifications, covered research work instituted in 1929 on a trans- 
Atlantic telephone cable, on which the complete cost, including the 
laying of the cable, was estimated to be $15,000,000. After $2,209,989 
was spent in this research work, the project was suspended. Various 
reasons have been assigned for suspension of work on the trans- 
Atlantic cable. It is apparent that the depression and the consequent 
falling off in business, together with the development and availability 
of short-wave channels for transoceanic radio telephony, had an 
important bearing on the suspension of active work on the cable proj- 
ect. There are other things which may have had an equally impor- 
tant bearing. The American Co. planned to sell a half interest in the 
cable to the British Post Office, the Government department in charge 

" Letter from H. P. Charleswortb, vice president of the American Telephone & Telegraph Co., to J. J. 
Lyng, dated October 29, 1929. 

h Of the total expense of $137,201 on this project, $109,199 was billed to the American Co. and $28,002 was 
billed to Western. 

*• All of the expenses of this research (case No. 22021) were billed to the American Co. and none to Western 
or to E. R. P. I. 
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of the British telephone system, which is operated by the Government. 
Since the cable was to carry telegraph as well as telephone messages, 
a storm of political and industrial protest arose in England over 
the participation of the British telephone system in activities directly 
competitive to independently financed telegraph companies, notably 
Imperial & International Communications, Ltd. All tne above-noted 
expense, $2,209,989, was billed to the American Co. and included in 
its total cost of rendering license contract services. 63 

“Patent” expenses cover work described by the Laboratories as 
follows: 

To assist the American Telephone & Telegraph Co. to secure and maintain 
patents in the United States upon inventions arising out of the development work 
of the American Telephone & Telegraph Co. and to perform all necessary work, 
upon request to protect the patent structure of the American Telephone & Tele- 
graph Co. and Bell System in general. 

Inclusion of research expenses in cost of furnishing telephone service . — 
Expenditures in connection with the Bell System’s research activities 
carried on under the policies and pursuant to the objectives which 
have been described in this chapter are included by the associated 
companies and the American Co. in the cost of furnishing telephone 
service and, to the extent that these costs are recognized by regulatory 
authorities as proper in determining reasonable rates, it may be said 
that the telephone subscribers have supported the research program. 

The Bell Telephone Laboratories’ charges to the American Co.’s 
development and research department for the research activities 
above considered (totaling approximately $51,000,000 for the period 
1925-35), when added to the $27,500,000 expended by the develop- 
ment and research department on its own account, indicate the total 
research expenses, of approximately $78,000,000, over this period. 
The American Co. alleges it is required by tne terms of its license- 
service contract with the associated companies to conduct these 
activities as a service to the associated companies. 54 Consequently, 
the American Co. includes the total amount of these Laboratories’ 
research billings in the cost of license-contract services (except for 
very small deductions for “nonlicensee” expenses) 66 , and also includes 
the expenses which its own development and research department 
may have incurred on its own behalf. Since 1934, when the greater 
part of the American Co.’s development and research department 
personnel was transferred to the Laboratories, very little research 
expense has been incurred by the American Co. directly. 

These expenses, averaging between $8,000,000 and $10,000,000 per 
year during the last 6 years of that period, have been supported by 

u The apparent loss of this considerable sum of research funds conceivably might have been avoided if the 
arrangements for construction of the cable had been concluded before the research effort had been carried so 
far. It is important to note that the expenditures for the research activities underlyingthis proposed Bell 
System competition with privately financed American cable companies (notably the Postal System) are 
included by the Bell System in telephone operating expenses. This aspect of Bell System’s research is 
treated, more fully in subsequent parts of this chapter. 

* For more detailed discussion of the absenoe of dealing “at arm's length" in these and other contracts 
between the American Co. and its subsidiaries, see ch. 4 and 8. 

u For a description of these deductions, see ch. 6. 


Digitized by v^-ooQle 



INVESTIGATION OF THE TELEPHONE INDUSTRY 206 

the license-contract payments.*® 'Hiese payments are made by the 
associated companies to the American Co. on the basis of a stated 
percent of the operating gross telephone revenues. 57 Over the period 
1900-35 these payments nave totaled somewhat less than $500,000,- 
000. 55 

Significance of the Bell System’s Research Policy. 

The Bell System's research activities and policv have had a con- 
siderable influence upon the quality and cost of telephone service 
and have affected the commercial fortunes of those who have at- 
tempted to engage independently in activities in which the Bell 
System has preferred to exercise a dominant influence. The impor- 
tance and significance of the results flowing out of these research 
activities have been much greater than the relative importance of the 
cost of those research activities when considered in relation to the 
total cost of operating the Bell System's wire-telephone plant. The 
present and potential results of these research activities are expressed 
m activities nighly technical in character, but which do exert a con- 
trolling influence upon the type, quality, cost, and financial control 
over services of extreme importance to the Nation's industrial and 
social structure, and affect the individual interests of many who have 
no desire to comprehend or evaluate the highly technical aspects 
of the Bell System's research activities in these national services. 
This section seeks to present as briefly and simply as possible the 
significance of the Bell System's research activities, and their influence 
upon the control and course of development of national communica- 
tion services. 

Present Bell System objectives in research first are reviewed, 
with emphasis upon those results ordinarily not considered except 
in an evaluation of the long-range trend of scientific progress and 
the method of its commercial exploitation. The significance of the 
American Co.'s research policy, in relation to its general business 
policy and objectives, is presented in the subsequent paragraphs, 
by means of the quotations from the statements made by responsible 
Bell System executives during the last half century of Bell System 
growtn. A subsequent paragraph considers briefly the possible results 
of this policy as it may affect national communication services in the 
future. 

* The lioense-oontract payments oolleoted by the American Co. from associated companies were iH 
percent of cross telephone revenues from 1001 until 1026, but the fee has been reduced several times since 
1026. During the period 1000 to 1025, inclusive, license-contract payments to the American Co. were $290,- 
227,068. The American Co.’s cost of making available the service for which these payments were received 
is not available because the company’s accounting records do not afford information on this basis, except as 
a matter of allocation involving a large degree of personal Judgment. However, the American Co. has 
offered, in State rate cases, its calculation of these costs for the years 1923, 1924, and 1925 of this period. On 
the baste of the oosts thus calculated, the American Co. expended $73,579,816 for license-contract services 
for which it collected $86,244^77. or 17.2 percent more than the oost (17.2 percent of $290,227,968 is $49,919,210). 
Since reducing the licen se ser vice fee in 1926, the company has received, according to its books of record, 
payments (over theperiod 1926-36) totaling $203,042,407, on which it alleges costs of $274,708,706, indicating 
an alleged excess oost over payments of $71,666,299. 

M Originally described as "rental” for the telephone transmitters and receivers, to which the American 
Co. held the title and assumed the expense of maintenance, this fee came to be supported as a "service” 
contract payment rather than a rental payment, as similar instruments of fully equal qualities were available 
from independent telephone manufacturers, and even the American Co. began selling its own instruments 
oa&ight to independent telephone companies who were not required to pay any "rental” fee for their con- 
tinued use. In supporting this change of emphasis from a "rental” to a "service” basis, Vail noted that 
the fee was to develop and defend new patents on new apparatus, to defray the cost of fighting the so- 
called independent movement of competing telephone companies. In connection with this attack upon 
independent telephony, Vail also noted: "There is no doubt what has been done has been for the interest 
of the parent company, but it is a mutual reciprocal interest • • * none the less to the interest of the 
operating company.” For complete statement of Vail on this subject, see exhibit 1951-A, appendix I. 

"The exact amount is $478,058,592. The total annual payments and a break-down of the annual amounts 
paid by each of the associated companies, are given in exhibit 1360-B, schedules 54 and 55. 
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Present objectives of research activities. — The company's present 
research activities apparently have a twofold objective: First, to 
advance and improve the art of wire telephony; and, second, to obtain 
a degree of knowledge, influence, and control in adjacent industries 
sufficient to protect the return upon private capital invested in its 
wire-telephone plant against diminution by the competition of emerg- 
ingforms of communication. 

The former objective is attained by a business policy which en- 
courages the discovery or adaptation of new scientific developments 
in the field of wire telephony, in order that the volume of service sold 
at a profit may be increased through offer of a telephone service of 
increasing quality and convenience at a cost to the consumer which 
is low^er, in proportion to the intrinsic value of the service to him, 
than the cost of other equally desirable services or products for which 
the consumer may desire to spend his available funds. This objective, 
insofar as research policy alone is concerned, is served when the 
company's cost of delivering telephone service has been decreased. 
Consideration of the degree and alacrity with which these savings 
are passed on to the ultimate telephone rate payer is not a part of 
research policy, but is inherent in other company policies, discussed 
elsewhere. The subsequent engineering and standardization, for 
Bell System use, of those products of research activity which serve 
to advance this first objective are discussed more fully m the chapter 
on engineering and standardization, covering the long process of 
technical activity which is required before the results of fundamental 
research may profitably be adapted, standardized, and manufactured 
in mass volume for introduction into the extensive and intricate 


wire-telephone plant. 

The results of the second objective are less immediately apparent, 
but in the long run probably exert a greater effect upon company 
profits, and upon the type and control of national communication 
service, than does the first objective. It is in this second area of 
corporate effort that a management skill and judgment of unusual 
ability and keen foresight are required, for the issues involved are 
highly intangible in nature; the potential and actual results flowing 
from these early managerial decisions in this area of business policy 
have far-reaching and irrevocable effect, not alone upon the type, 
quality, and cost of national communication services, but also upon 
the financial control of the physical plant devoted to those services, 
and upon the financial return to the private capital thus invested in 
permanent plant. 

Relation of research policy to the company's general business policy . — 
The management's stated objectives in this area of company poiicy, 
insofar as they may relate to its research policy, are presented below 
in chronological order so that they may afford some impression of the 
balance and foresight inherent in Bell System managerial ability 
over a half century of its business history, and so that the significance 
of Bell System research policy may become apparent. 

The company's statement on its 1879 business policy gives an 
early and definite position to the subject of technical and scientific 
advance in the art of wire telephony. For this early period of 
corporate existence the objectives of company policy relating to 
technical activities have been expressed concisely in the oral argu- 
ments presented by counsel for the American Co. in its legal con- 
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troversy with the Western Union Telegraph Co., against whom it 
sought (with eventual success) to establish independent control of 
telephony, free from domination by the then powerful Western Union 
control of the telegraph industry .. Referringto the Bell Co.’s struggle 
with the telegraph monopoly, prior to the Western Union agreement 
of November 1879, Bell counsel stated: 

They [the participants in the 1879 contract] knew that the possibility of increase 
in profits depended entirely upon increased use of the telephone, which, in turn, 
depended entirely upon the development of apparatus necessary to make increased 
use possible. They knew that only a small part of any increase in profits would 
reach their pockets unless they controlled not only the telephone but all the 
apparatus essential to the business. 

The possibility of profit was there. The profit could not be obtained without 
the telephone and the telephone patent. But the profit would never have existed 
without other machinery Just as essential as the telephone instrument. The Bell 
could never have obtained its profits without the control of the patents upon the 
essential additional apparatus. 

And they knew that the Bell could not utilize the opportunity unless it could 
devise ana control an efficient organization and system for carrying on the 
business. 

The Bell's policy and practice from the very beginning followed the lines which 
these conditions naturally suggested. It controlled the telephone after the most 
arduous struggle. It developed, or bought, and controlled the other essential 
apparatus and the patents upon it. It developed and controlled the essential 
business machinery. By this policy it developed the possibility of profits into a 
reality, and brought those profits into the Bell treasury. 

Many years later (in 1901) Vail, in referring to this competition, 
made the significant statement t 9 

The original Bell Co., in spite of the wealth, prestige, position, and power of the 
Western Union at that time and without any aid from the patent holding , succeeded 
in getting possession of the telephonic field. [Italics supplied.] 

The early intentions of the Bell System in regard to the only other 
forms of electrical communication then available (wire telegraphy), 
lend further significance to its present research policy. In 1906, be- 
fore the advent of radio telephony, Vail indicated the objectives of the 
Bell System in regard to this older and rival form of communication 
in writing to F. P. Fish, then president of the American Co. Vail 
stated, in part: 80 

From the very beginning of the “telephone" business, so far as I have had to 
do with the policy of the company, it was directed toward the ultimate absorption 
of the “telegraph" business — I do not remember that I was alone in this, and as 
I believe and understand, this policy still exists. I think Mr. Cochrane will recall 
a remark made by me — when the Western Union agreement was signed — to the 
effect that, if we were in the position I hoped we would be at the termination of 
the contract, that we should ask the Western Union for half of its capital stock 
for the privilege of continuing in business as one of our subordinate companies. 

Vail also gave strong support to the emerging idea that the 4)£- 
percent license fee collected by the American Co. from the associated 
companies should be emphasized less as a “rental” fee and more as 
a “service” charge, which subsequently was used to support the cost 
of the American Co.’s extensive research activities. In the summer 
of 1907, within a few months after his accession to the presidency of 

This statement was made by Vail in a letter written in 1901 (before be was brought back into the com- 
pany's management) to a member of the American Co. executive committee, warning of possible danger 
of the Bell System’s losing its control over telephony to independent telephone companies, which then were 
increasing rapidly in number and strength. The letter suggested: "Such things have been known as the 
weaker opposition absorbing the stronger original,” and this warning was implemented with the above- 
quoted experience from the Bell Co.’s own early experiences, in which Vail had participated personally, as 
general manager of the early organization. For a more detailed treatment of this episode, see ch. 5. 

M Letter from Vail to Fish, dated April 14, 1906. 
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the American Co., Vail wrote a long memorandum stating the reasons 
why associated companies should continue their payments to the 
American Co. for what previously had been termed “rental of instra- 
ments.” In this memorandum Vail reflected the immediate attention 
he gave to the existence of other large “systems” and industries which 
might become “hostile.” The relevant portions of this memorandum 
stated: 81 

The payment of 4)4 percent must be regarded as a contribution toward the 
general expense of the business which is assumed by the parent company for the 
benefit of all, rather than any royalty or rental. 

Consideration should be given to the strength and advantage of a community 
of interest, fostered and supported by a strong central organization, to the ad- 
vantage of exclusive connection, sacred and inviolable boundary lines, not only 
from the parent but from surrounding companies, to the support of the weaker 
and more vigorously attacked companies against the independent movement. 

There is no doubt that what has been done has been for the interest of the 
parent company, but it is a mutual reciprocal interest, it is in the interest of co- 
operation, but none the less to the interest of the operating company and in 
greater ratio to those companies in which the parent company has little or no 
investment. 

Consideration should be given for the expense and care to the parent company 
of the development of special fields establishing relationship with certain lines of 
industry which might through indifference, not to say hostility, make difficulties 
without end. 

There are already built up and building in this country vast systems of business 
extending over many operating companies 1 territories. Is there any advantage 
in having some central aid in dealing with such systems? 

In 1909, John J. Carty, the chief engineer appointed by Vail in 
1907, made the statement, previously quoted, 82 that the possibility 
of developing a “telephone repeater might put us in a position of 
control with respect to the art of wireless telephony should it turn 
out to be a factor of importance.” In 1919 radio-research activities 
were given additional impetus, following the development of impor- 
tant radio devices by independent organizations, notably the General 
Electric Co. 83 As previously stated in this chapter, 84 the “compre- 
hensive wireless program” then instituted was adopted “in order to 
keep ahead of others in the wireless field and not lose out in the 
matter of patents.” At the same time Gherardi, who made the 
statements just quoted, also said: 85 

The position of this company with reference to the communication field, espe- 
cially telephonic, is such that we cannot afford to leave the development of this 
art to others. 

In 1920, after the American Co. had its first agreement with General 
Electric, in which their respective patents were pooled and certain of 
the rights were transferred to the Radio Corporation of America, 08 the 
value of the Bell System’s early radio research was set forth by 
Jewett in a memorandum to Carty, in which he stated: 87 

* Memorandum by Vail dated “Summer, 1007,“ annotated “Corrected final copy,” found in misoella- 
neons files of E. J. Hall, American Co. vice president. The oomplete memorandum Is reproduced in exhibit 
10S1-A, appendix I. 

Q) 000 p 279 SUDTQ 

u Further details on this aspect of the American Co.’s relative patent strength in the radio field are 
contained in ch. 8. 

•* See p. 280, supra. 

w Memorandum, Qherardi to President Thayer, dated May 17, 1010, entitled, “Wireless Telephony.” 
In 1032 the Bell System recognized the continued existence of radio's competitive threat to the fixed -capital 
investment in wire-telephone plant, as is indicated by Blackwell’s statement: “It is interesting to note 
that from the engineering standpoint, radio seems now to have a better chance than at any previous time 
to successfully compete with wires for long-distance telephony. This is because of the advent of ultra short 
waves.” 

M For greater detail on these agreements, see ch. 8. 

• T See exhibit 1051-B, appendix E-l, sheet 31. 


Digitized by v^ooQie 



INVESTIGATION OP THE TELEPHONE INDUSTRY 


209 

As I look back on it, it seems to me that this enlarged and enhanced position (in 
radio research) played no small part in enabling us to reach our present satisfactory 
understanding with the General Electric Co. and the Radio Corporation of America 
and that if we never derive any other benefit from our work than that which 
follows the safe-guarding of our wire interest^ we can look upon the time and money 
as having been returned to us many times over. (Parenthetical clause supplied.) 

Jewett further added to this statement, concerning the Bell Sys- 
tem’s patent bargaining position in relation with those who had 
developed radio patents independently, by statements made in 1932, 
referring to the same subject, in which he said, in part: 

The ability of the company to negotiate in connection with patent interchanges 
has been based considerably on the result of the work on radio. 

As it was, the patent position to which we had attained was such what even the 
outside holders of fundamental patents, essentially of interest to them in connec- 
tion with the development of radio in fields not of primary concern to the Bell 
System, could not develop these fields without securing rights under our patents.®* 

In a 1923 confidential radio conference held between executives of 
the American Co. and of its subsidiary companies, the American Co.’s 
general patent attorney, Folk, made a statement, of which the follow- 
ing is an excerpt: 80 

I believe the strength of our position in the radio field and in the carrier-current 
wire field is largely due to our very strong patent situation, so that it has been 
absolutely impossible for the wireless companies to operate without getting 
licenses from us. We can say that though we nave weathered the storm to a large 
extent, there may be other storms where we will need our patent protection. I 
have in mind the possibility of various companies throughout the country becom- 
ing familiarized with wireless apparatus, and attempting to use such apparatus in 
wire broadcasting or in leased-wire telegraphy or telephony. 

A recent restatement of those objectives of company policy, in 
relation to the Bell System’s sound motion-picture activities, is 
afforded by J. E. Otterson, the Bell System executive in charge of 
those activities which resulted from commercial exploitation of the 
devices resulting from fundamental research activities carried on by 
the American Co. 70 This statement is couched in terms leaving no 
doubt as to the precise intent, though it merely restates and amplifies, 
for numerous company research activities including sound motion 
pictures, the statements previously quoted on telegraph and radio, 
covering the period from 1879 to date. Otterson said: ™ 

A primary purpose of the American Telephone <fc Telegraph Co. is the defense 
and maintenance of its position in the telephone field in the United States. Under- 
takings and policies must be made to conform to the accomplishment of this 
purpose. 

The American Telephone & Telegraph Co. is surrounded by potentially com- 
petitive interests which may in some manner or degree intrude upon the telephone 
field. 

The problem is to prevent this intrusion. 

" This statement was made by Jewett in his defense of the radio research expenses incurred by the American 
Co., which are included in operating expense by the Bell System companies, and were under question in the 
Chicago Rate case. Jewett pointed out that the patent rights obtained in return from General Electric and 
others were necessary to the uninhibited development of its wire telephone service. He further gave his 
opinion, but offered no evidence in substantiation, that the cost of Bell System research in radio was leas 
than would have been the cost of purchasing the patent rights from others, which their dominant radio 
patent position allowed them to demand from those engaged independently in the radio industry. 8ee 
exhibit 1951-B, appendix E-l, sheet 21. 

•• From bound volume of Notes of Radio Conference, New York City, February 26-March 2, 1923. p. 
450. Folk defended the American Co.’s use of its radio patents for “defensive purposes,” pointing'out that 
others might use them against a public-service corporation, but such use by the latter resulted in a “cry of 
monopoly.” 

It is important to note in this connection that the Bell System’s commercial exploitation of the field of 
sound motion pictures was in direct competition with the efforts of other companies which had developed 
and were attempting to sell and install sound motion-picture equipment. 

” Memorandum by J. E. Otterson, dated January 13, 1927. 
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These interests are characterized by the General Electric Co. representing the 
power and light group, the Radio Corporation of America representing the radio 
group, the Western Union Telegraph Co. representing the telegraph group, and 
the International Telephone & Telegraph Co. representing foreign telephone 
interests. Other miscellaneous interests which may not fall in any one of those 
groups may appear as potential competitors at any time but the consideration can 
be confined to these four groups as illustrative of the whole. 

Each of these large interests is engaged in development and research that is 
productive of results which have an application outside of their direct and exclu- 
sive field. Indicative of these activities we have between the American Tele- 
phone & Telegraph Co. and the Radio Corporation such things as the vitaphone, 
phonograph, broadcasting by wire, point-to-point wireless, wireless communication 
with moving objects. 

Between the American Telephone & Telegraph Co. and the General Electric 
Co. : Carrier current on power lines, communication with trains, train dispatching, 
switch control, Graybar activities. 

Between the American Telephone & Telegraph Co. and the Western Union Co.: 
Leased wire service, submarine telegraph, submarine telephone, trans-Atlantic 
wireless, terminal apparatus. 

Between American Telephone <fe Telegraph Co. and International Telephone 
& Telegraph Co. : Vitaphone, phonograph, aids to hearing, pictures by wire, per- 
malloy, submarine cable. 

No effort has been made to develop a complete list of these activities but only 
a sufficient number to illustrate their character. 

In the case of each of these activities the engineering in the major field extends 
beyond tliat field and overlaps upon the engineering of another major field and 
sets up a competitive condition in the “no-man’s land” lying between. 

# These competitive activities furnish at once an outlet and stimulus for engineer- 
ing and commercial activities, a contact with competitive engineering and com- 
mercial activities, a source of knowledge of competitive activities and a test of 
patent values helpful to the strength of the patent situation in the major field. 

The regulation of the relationship between two such large interests as the Amer- 
ican Telephone & Telegraph Co. and the General Electric Co. and the prevention 
of invasion of their respective fields is accomplished by mutual adjustment within 
“no man’s land’ where the offensive of the parties as related to these competitive 
activities is recognized as a natural defense against invasion of the major fields. 
Licenses, rights, opportunities, and privileges in connection with these competitive 
activities are traded off against each other and interchanged in such manner as 
to create a proper balance and satisfactory relationship between the parties in 
the major fields. 

The contract between the American Telephone <fc Telegraph Co. and the General 
Electric Co. is an example of the character of arrangement that may develop out 
of an effort on the part of two large interests to avoid an invasion of their respective 
fields and a destructive conflict of interests. It was through trading off rights in 
connection with these competitive activities that an adjustment between the two 
interests was reached and the two major fields left intact. 

So, as a result of negotiation or litigation it might be necessary for either party 
to submit to a minor invasion of its major field and to trade off some portion of 
it in the interest of protecting the balance. 

It seems obvious that the best defense is to continue activities in “no man’s 
land” and to maintain such strong engineering, patent, and commercial situation 
in connection with these competitive activities as to always have something to 
trade against the accomplishment of other parties. 

If the American Telephone & Telegraph Co. abandons its activity in the com- 
mercial competitive field and other potentially competitive interests continue 
their activities, it means that they will carry their offensive right up to the wall 
of our defense and our trading must be in our major field against activities in 
their outlying commercial fields. The nearer the trading can be carried to the 
major field of our competitors the more advantageous trading position we are in. 

In the case of the International Co. we must contemplate a period 15 years 
from now when they have grown in strength and independence and no longer 
feel the need of American Telephone & Telegraph Co. support and assistance and, 
flushed with success in their own field, they are looking for other worlds to conquer. 
At such a time we would find them in quite a different mood as regards an exten- 
sion of our contract with them. 

This indicates the desirability of our retaining control over the activities that 
lie between our respective fields. 
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For example, our position in the submarine telegraph and telephone cable fields 
and our control over transoceanic communication may at a future date prove to 
be an effective instrument in regulating the relationship with the International. 

Items of a more commercial character such as the phonograph and vitaphone 
afford us an opportunity meanwhile to develop an income from commercial sources 
that will support the organization necessary to the maintenance and defense of 
our position in the foreign field as an outpost of our domestic situation. 

On the whole, it seems to be essential to the accomplishment of the American 
Telephone & Telegraph Co.'s primary purpose of the defensive protection of its 
dominating position in the domestic telephone field that it shall maintain an active 
offensive in the “no-inan's land” lying between it and potentially competitive 
interests. 

Subsequently, Otterson referred to the desirability of liquidating 
its sound motion-picture competitor (Radio Corporation of America) 
and thus acquiring exclusive control of this profitable new field. 
Later in 1927, speaking of the desirability of monopolizing the new 
field of sound motion pictures, Otterson stated: 72 

In the talking motion-picture field, they (R. C. A.) are competing very actively 
with us at present, as you know, to develop an affiliation with the large motion- 
picture producers and competition between us will doubtless ultimately result 
in a situation highly favorable to the motion-picture interests and opposed to 
our own. This is an extensive and highly profitable field and it is quite worth 
our while to go a long way toward making it practically an exclusive field. I 
believe that we could justify, from a commercial standpoint, paying a large price 
for the liquidation of the Radio Corporation for this purpose alone. 

Summary. 

Although the Bell System now enjoys a controlling position iu 
the field of wire telephony, it is surrounded by other industrial fields 
or interests which may invade this wire telephone monopoly through 
the development of newer forms of communication tending to reduce 
the value of the Bell System's fixed capital investment in a particular 
type of communication plant. The American Co.'s research policy 
underlies its defense against this threatened invasion. The strong 
financial resources of the Bell System, including the revenues derived 
annually from customers, have been and are held available by the 
American Co. to insure an aggressive program of technical develop- 
ment and scientific research. The art of communication by tele- 
phone has been advanced and expanded so stronglv by these resources 
that it has transcended the field of the original telephone patent, and 
the Bell System has become a powerful influence in the adjacent fields 
of radio, motion pictures, telegraphy, and television. 

The advances and improvements in the art of telephony, resulting 
from the knowledge derived through the research program carried 
on in some form or other since the very beginning of telephony, not 
only served to create and continue the profitable character of the 
enterprise, but have allowed the enterprise to furnish the American 
public more and increasingly better telephone service at such prices 
as have allowed the market for telephone service to broaden to a 
greater extent than in almost any other nation in the world, so that 
today the United States probably uses more telephone service per 
capita and per dollar of business done, at a less proportionate cost, 
than any other nation. 

A high degree of coincidence exists between the date of establish- 
ment of the Bell System's present scope of fundamental research 
and the advent of those vacuum-tube inventions which lifted the 

w Memorandum from J. E. Otterson to E. S. Bloom, dated April 20, 1027. 
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science of “wireless” almost bodily out of its previous limitations and 
placed it well within the field of the Bell System’s telephone monopoly, 
through the rise of radio telephony. In addition to the immediate 
and more widely publicized objectives of the research and develop- 
ment programs mstituted at that time (to increase quality and reduce 
the cost to the company of delivering telephone service), the Bell 
System’s research policy has included a further objective, the pro- 
tection and continued stability of return upon the private capital 
invested in its own form of electrical communication, the wire 
telephone. 

In pursuit of that objective the Bell System has engaged aggres- 
sively in fields as far removed from wire telephony as motion pictures; 
it has expended large sums on research in radio, over which it sought 
to exercise a dominant influence; it is now conducting research in 
newer forms of communication, including television and ultra-short- 
wave radio, which may compete directly with the service offered by 
the Bell System; its investment interest in a fixed plant designed for 
wire-telephone communication inevitably affects its attitude toward 
the development and commercial exploitation of alternative forms of 
communication; through its research policies, reinforced by its patent 
policies, the Bell System seeks to attain a position of influence or 
control over these newly developing forms of competition. 

Aggressive Bell System research has contributed to the production 
of an exceedingly valuable national wire-telephone service. This 
research should be encouraged strongly in the public interest, and no 
part of the foregoing chapter is to be construed as a criticism of re- 
search as such, or even as a criticism of the incidental following up of 
discoveries which may arise in connection with purely telephonic 
research, and making these discoveries available for the benefit of 
society. 


Digitized by v^-ooQie 



CHAPTER 8 

PATENTS 


The communication requirements of a nation provide various oppor- 
tunities for profit-making exploitations. The acquisition of the 
original Bell patents provided means for controlling that portion of 
this profit-malring opportunity represented by the new means of 
voice communication. For this purpose the Bell System has created 
a Nation-wide system for rendering telephone communication service 
and has also dominated 1 the field of manufacture and sale of the 
instrumentalities by which the services are rendered. One of the 
principal means employed for achieving these objectives and for pro- 
tecting the Bell System in its occupation of the field is, and has been, 
the ownership and control of patents relating to the telephone field 
and to potentially competitive fields which hold the threat of en- 
croachment upon telephony. 2 

This chapter deals with the policies and practices employed by the 
Bell System with respect to patents, and the manner and extent to 
which these policies and practices have served to establish and main- 
tain the system's dominant position in the telephone communications 
field. 

Policies Adopted to Achieve the Patent Objectives of the Bell System. 

The protection which patents render to the Bell System has been 
effectuated by an unremitting policy of patent acquisition, both 
through the purchase of patents and patent rights of particular im- 
portance and the securing to the greatest possible extent of patents 
upon technical developments made within the Bell System; by the 
centralization in the American Co. of authority over all Bell System 
patents relating to telephony; by a licensing policy so designed as to 
obtain the maximum rights under the patents of others and to grant 
such restricted licenses under its own patents as not to endanger the 
position of the Bell System in the field of telephony; and, in the years 
prior to 1908, by the institution of numerous patent infringement 
suits against competitors in the telephone field. Since 1908, it has 
been the policy of the parent company not to engage in patent litiga- 
tion but to protect its patents when necessary through suits brought 
by its subsidiaries. 

Acquisition . — Of the total number of patents owned, less than half 
have Deen used constructively. Of the remainder, which constitutes 
a majority of the total patents owned, a great many cover alternatives 
which have no present use. The policy of extensive and unremitting 
acquisition of exclusive patent rights, in conjunction with a restric- 
tive licensing policy, effectively reserves or has reserved to the Bell 

1 See par. 1 of the preface, supra, for statistics showing the extent to which the dominant position of the 
Bell System In the telephone communications field in the United States approaches that of a national 
monopoly. 

> For details, see exhibits 1969 and 2110. 
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System a dominant position in domestic public service in telephony 
and certain related fields. As of today, the major fields in which a 
dominant position is reserved to the Bell System through its patents 
are: Long-distance wire telephony, including broadcasting networks 
(program transmission) ; public-service radiotelephony, both domestic 
and transoceanic ; and public-service telephony by wire carrier 
systems. The dominant position in these fields occupied by the Bell 
System includes not only the service but also the manufacture and 
sale of the instrumentalities by which such services are rendered. 

Licensing. — In securing licenses under the patents of others, the 
Bell System has at all times attempted to acquire exclusive rights to 
the telephone and other fields in which it is primarily interested. 
The Bell System has been reluctant to license others under its patents. 
An outstanding characteristic of the licenses which are granted is 
that the grant in substantially all instances is to specific fields or to 
specific uses rather than under specific patents. These fields and 
uses are so defined that the licenses do not threaten the primary 
interests of the Bell System. Where licenses are exchanged, those 
granted are limited either to nontelephone fields or so restricted as 
not to permit others to supply the needs of the operating licensee 
compames. 

Infringement suits . — In the field of telephony, no patent infringe- 
ment suits have been instituted by the Bell System since 1908. The 
more important of these early suits have been mentioned in chapter 
5 of this report. In recent years, in the sound motion-picture field, 
patent infringement suits have been instituted by the Western Elec- 
tric Co. and E. R. P. I. The American Co. has also been joined as 
a necessary party in infringement suits instituted by the Radio Cor- 
poration of America on Bell System patents, in which the former 
acquired rights under the cross-licensing agreements. However, since 
no Bell System policy is indicated thereby, these suits will not be 
discussed in this chapter. 

Centralization of control in the parent company . — In the assurance of 
its dominance in the rendering of telephone services and in the manu- 
facture and sale of instrumentalities to the operating licensee com- 
panies of the Bell System, contractual relationships between the 
various companies of the Bell System are so maintained that complete 
control of patents applicable to telephony resides in the American 
Co. Under the license-service contracts, the operating licensees re- 
ceive only the right to use patents and patented methods and in- 
strumentalities made available to them by the American Co. Under 
the contract of 1882 between the American Bell Telephone Co. 3 and 
the Western Electric Co., and its 1908 revision, which are still in 
force, the Western Electric Co. has obtained the exclusive right, under 
Bell System patents relating to telephony, to manufacture and sell to 
the operating licensees, to the public, and for export, subject to such 
restrictions as the American Co. may from time to time impose. 
These contractual arrangements permit the American Co. to mam- 
tain full control over Bell System patents in the field of telephony and 
compel the operating licensees to secure from the Western Electric 
Co., if secured at all, anything covered by Bell System patents. 

* Predecessor of the American Telephone & Telegraph Co. 
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Historical Development and Application of Patent Policies and 
Practices. 

The basic telephone patent 4 in the United States was issued to 
Alexander Graham Bell on March 7, 1876. This patent was funda- 
mental to the new art of telephony and covered every electrical method 
or process of speaking or transmitting conversation between any 
two places. As later construed by the courts, it was the broad patent 
underlying the entire telephone industry in the United States. 6 

A second Bell patent® was issued on January 30, 1877, and covered 
certain broad structural improvements of the magneto telephone. 
It described an instrument so highly developed that it was essentially 
the same instrument as our present telephone receivers, although at 
that time it also served in the capacity of a transmitter as well. 

These two patents were owned successively by the Bell Telephone 
Association, by the Bell Telephone Co., National Bell Telephone Co., 
and by the American Bell Telephone Co. 

One of the first things that was fully developed in the minds of Bell 
and his associates was the necessity for occupying the field, and 
protecting the business as completely as possible by securing patents 
on all developments made within the system and by purchasing from 
others all patents that would promote this objective. The successful 
prosecution of this policy would minimize the danger arising from the 
possibility that a court decision might invalidate the original Bell 
patents. From 1879 forward, the acquisition of patents was one of 
the most consistent practices of the Bell System. 

The first major addition to the Bell System's patent holdings came 
with the settlement of the patent suit of the Bell Telephone Co., et al, 
against Peter A. Dowd, a licensee of a subsidiary of the Western Union 
Telegraph Co. Under the settlement effected on November 10, 1879, 
the telegraph company acquiesced in the original inventorship of Bell, 
admitted for itself and associates that the Bell Telephone Co. patents 
were good and valid and agreed to retire from the public telephone 
business for a period of 17 years. The telegraph company further 
agreed to transfer its telephones and telephone exchanges, and the 
telephone inventions it then owned or should acquire over the period 
of the contract, to the Bell Co. and its licensees. 

From the standpoint of existing and potential patent control the 
Western Union settlement was most advantageous to the Bell Co. It 
added to the 24 patents then owned by the Bell Co. 42 patents and 
applications then owned by the Western Union covering improvements 
on the telephone itself and useful devices in the field of telephonic 
apparatus. Over the 17-year period of the agreement the Bell System 
obtained exclusive rights in the telephone field under 87 Western 
Union patents. 

The second major acquisition of patent rights by the Bell System 
came with the contract of February 6, 1882, between the American 
Bell Telephone Co. and the Western Electric Co. The immediate 
predecessor of the latter had been allied with the Western Union 
Telegraph Co. prior to its withdrawal from the telephone business in 
1879, and had acquired a substantial patent position as a result of its 

« United States patent No. 174.405. 

• The Telephone eases, 126 U. S. 1. 

• United States patent No. 186,787. 
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activities in developing and supplying telephone apparatus to the 
licensees of the Western Union Co. and others, including Bell licensees. 
The patent position of the Western Electric Co., resulting from its 
acquisition of the assets of the Western Electric Manufacturing Co., 
was one of the major considerations which prompted entry of the 
American Bell Telephone Co. into the agreement. The professed 

? urpose of this contract was to make available to the American Bell 
!o. and its licensees an adequate supply of high-quality telephones and 
telephonic appliances. The terms of the contract, however, were 
such as to give the American Bell Co. the control of the patents of both 
companies, and to assure the Western Electric Co. a monopoly in the 
manufacture and sale of patented equipment to Bell licensees. More- 
over, the benefits of Western Electric patents and manufactured 
products were by this contract denied to nonlicensee telephone manu- 
facturing and operating companies within the United States. 

The Bell Co. secured patents of its employees and of the employees 
of its subsidiary and licensee companies. The patents and inventions 
were turned over to the Bell Co. and classified as “telephone” or “tele- 
phonic appliances.” 7 Lists of “telephonic appliances” patents were 
submitted at intervals to the Western Electric Co., and, if accepted, 
were assigned to the latter. Similarly, assignments of “telephone” 

E atents were made by Western to the Bell Co. Transfers of patents 
etween the companies were made on a “cost” basis, the cost includ- 
ing the inventor’s fee, usually $50, and the expense of obtaining the 
patent. In most instances it did not include any development expense 
which the originating company might have incurred. 

All major independent inventions in telephony, with the one excep- 
tion of the automatic exchange, were secured by the Bell Co. Con- 
cerning the early patent acquisition policies, Mr. Thomas D. Lock- 
wood, general patent attorney for the Bell System from 1879 to 
1918, testified in 1916: 8 

It has been the practice of the company, watching the history of the art, 
* * * to select everything in the way of conductors, apparatus, or telephones 

that it has seemed would be of benefit to the system at large, and either to buy 
them outright, which was nearly always done in the first instance, or else to buy 
sufficient rights under them to enable the American Co. and its system to carry 
on the telephone business with high efficiency everywhere. 

Over the period 1876 to 1912 no instance has been found in which 
the American Bell Co. and its successor, the American Co., failed to 
secure and hold less than exclusive rights in the telephone field under 
any patents licensed or assigned to them. Over the same period the 
Bell System granted no licenses to others in the telephone field. 
The purchases described by Mr. Lockw’ood were of a nature, there- 
fore, to assist in achieving the dual effect of an efficient operation of 
the business and of limiting the scope of the competition in the 
telephone field. 

The two fundamental Bell patents expired in the years 1893 and 
1894, respectively, and despite the imposing array of patents, some 
900 or so, held at that time by the Bell System, an extensive inde- 
pendent telephone operating and manufacturing industry developed 

1 For definitions of "telephone" and "telephonic appliance.” see pp. 239-240 of this report. 

• Abstract of Record of tne Appellate Court for the State of Illinois, First District, Term No. 34, General 
2364, in the case of Wm. A. Read et al. v. Central Union Telephone Co. In equity No. 299689, Transcript of 
Record, vol. VI, p. 3611. 
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rapidly thereafter. Although patent infringement suits were vigor- 
ously prosecuted by the Bell System, mainly on the “telephonic 
appliance” patents, and the independents were thus held in check for 
a few years, it became increasingly evident that patents would be 
unable to preserve the monopoly of the Bell System as to exchange 
telephone systems. As a result of the development of alternatives 
by independents, and the expiration and invalidation of Bell System 

I >a tents, the exclusive occupancy of the exchange telephone field was 
os t to the Bell System. 

In a memorandum prepared by Mr. Lockwood in 1907 • is found a 
sweeping admission that Bell System patents pertaining to line and 
protective apparatus; substations, their apparatus and arrangements; 
and the central office, its switchboard and auxiliary appliances, were 
of value only for protecting the specific devices covered by said patents; 
and that these patents could not be used to prevent the manufacture 
and use of similar devices. This admission was followed by a marked 
change in policy. 

In the annual report of the directors of the American Co. to its 
stockholders for the year ending December 31, 1907, at page 11, it is 
stated: 

The policy of our company in the past has been to lease telephones, and to 
allow the Western Electric Co. to sell only apparatus to our licensees. Believing 
that the best interests of all would be advanced by the general use of standard 
telephonic apparatus, after consultation with, and with the approval of, our 
associated and licensed companies, we authorized the Western Electric Co. to 
sell both telephones and telephonic apparatus to all applicants. While the time 
has been too short to show positively the effect of this policy, the indications are 
that the benefits direct and indirect will be large, particularly in the development 
of unoccupied territory in connection with the Bell System. 

As a necessary concomitant to thi9 change in sales policy, the con- 
tract of 1882, between the American Bell Telephone Co. and the 
Western Electric Co., was amended on April 8, 1908, by a memoran- 
dum agreement, which permitted the Western Electric Co. to manu- 
facture and sell “telephones” and “telephonic appliances” to non- 
licensees subject to such restrictions as the American Bell Co. might 
from time to time impose. The change in sales policy and the 1908 
amendment to the 1882 contract indica-ted clearly that the Bell Co. 
could no longer maintain a dominant position in the manually operated 
local exchange field through patents alone. Thereafter the major 
objectives with regard to patents were the complete control of the 
long-distance field and the control insofar as possible, of those methods 
and instrumentalities which would give the Bell System a competitive 
advantage in the exchange telephone field. The methods used to 
attain these objectives were the same as those employed to further 
the initial objectives of the Bell System, namely, an aggressive policy 
of patent acquisition and the refusal to grant licenses to independents 
in the telephone field where such licenses might block the objectives 
sought. 

Although in 1907 Mr. Lockwood freely admitted the early policy 
of patent acquisition for the purpose of monopolizing telephony, the 
tenor of his public statements underwent a change subsequent to 
the management reorganization in that year under Mr. Vail and the 
new public relations policies adopted by the new management. 10 In 

• See exhibit 1089, pp. 28-31. 
w See ch. 4, p. 137. 
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1916 Mr. Lockwood testified that current patent acquisitions were 
made for the purpose of making inventions available for the use and 
expansion of the telephone system and were not designed to prevent 
others from entering the field. 11 

Notwithstanding Mr. Lockwood's public declaration that the Bell 
System's only objective as to patents was to make the inventions 
available for use in the system, the Bell System was adhering strictly 
to its policy of securing, through patents, complete or practical 
monopolies m the fields of its primary interest. As an aid to this 
objective new routines were instituted in 19 12 for assuring its monopoly 
in the long-distance field and to increase its hold upon repeaters, auto- 
matic telephone exchanges, and other important lines of development. 
These routines provided for the development of all practicable forms 
of alternative apparatus to the point only where the development 
would support patents, and in the vigorous prosecution of patent 
applications covering these developments. 12 

The Bell System continued to make every effort to avail itself of 
every important independent invention in the telephone field which 
could be acquired. The Bell System secured patent rights under 
substantially all independent developments of known importance to 
telephony. Representative examples of these acquisitions and the 
licensing agreements which the Bell System has been able to make in 
the communications field will be referred to in the ensuing discussion 
of policies and practices related to specific developments. 

In addition to the control of long-distance telephony and certain 
related developments, the Bell System has, since the expiration of the 
basic Bell patents, controlled fundamental patents on certain types of 
subscriber-station apparatus and patents essential to the simultaneous 
operation of telephony and telegraphy over the same conductors, and 
has achieved an increasing control of important patents relating to 
automatic telephone exchanges. 

Although the primary purpose, that of securing as complete a monopoly 
as possible through patents, was present with each of the above fields 
of development (local and long-distance telephony) there existed vari- 
ations in the policies and practices with respect to different types of 
equipment by which the Bell System sought to achieve its purpose. 
For this reason separate consideration will be given to the practices 
respecting each development. 

Local telephony . — As recognized by Mr. Lockwood in 1907, it has 
since that date been impossible for the American Co. and the Western 
Electric Co. to secure through patents a monopoly of local or exchange 
telephony. It has, however, owned important patents relating to 
automatic telephone exchanges and to certain circuits and component 
parts of station apparatus. 

(1) Station apparatus: Complete patent control of a type of station 
circuit, known as the antisidetone circuit, was heW by the Bell and 
American Cos. from 1890, when the fundamental patent 13 was pur- 
chased, until 1935. This patent was augmented at intervals by 
improvement patents taken out on developments by Bell engineers. 
Between 1904 and 1906 G. A. Campbell, of the American Co., proved 
mathematically that an antisidetone circuit could be made which was 

»» See suit of Wm. A. Read et al. v. Central Union Telephone Co., supra, vol. VI, p. 3743. 
n See ch. 7. 

» United States patent No. 329,956 (1885). An antisidetone circuit reduces or eliminates sounds pro- 
duced in the receiver by the local transmitter. 
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as efficient electrically as the standard Western Electric circuit then 
in use. Despite acknowledgment by Bell System engineers and 
officials of the superiority of the antisidetone circuit under certain 
conditions, no substantial development work was undertaken until 
about 1916. At this time patents were applied for on several alterna- 
tive circuits. These were issued in 1918. 14 Although Dr. Campbell's 
mathematical analysis was verified experimentally, and antisidetone 
circuits were in use in the Bell Syestm to a limited extent, principally* 
by operators, they were not standardized for subscribers' use until 
1934, and not extensively used in subscribers' sets or supplied to the 
general public, to any large extent, until recently. 

In 1934 the American Co. submitted information to the effect that 
the standard Western Electric hand telephone set was protected by 
26 patents, among which were two of the Campbell antisidetone 
circuit patents. Three of the patents were not, m the opinion of 
Commission engineers, applicable to the set, but this does not alter 
the fact that every detail of the set was fully protected by patents. 
Since that time certain of the patents have expired, and improvements 
and changes have been introduced which have rendered others in- 
applicable. All improvements are, or no doubt will be, protected by 
patents so that the present hand telephone set will be thoroughly 
covered. 

The American Co., with minor exceptions, has not granted licenses 
under its telephone-station patents to persons outside of the Bell 
System, nor is it licensed under independent patents of this type. 
Smce 1908 the Western Electric Co. has, however, sold patented 
station apparatus for use outside of the Bell System. 

(2) Automatic telephone exchanges: As stated heretofore, the auto- 
matic-exchange patents were the one outstanding exception to the 
Bell System's record of securing all telephone patents of major im- 
portance during its early history. 

Anticipating competition upon the expiration of the fundamental 
Bell patents, the Strowger Automatic Co. of Chicago, in 1892, acquired 
control of important patents, including the basic Connolly ana Mc- 
Tighe patent, 15 relating to automatic exchanges. By 1895 a successful 
automatic exchange was in operation in La Porte, Ind. Mr. Lock- 
wood at this time expressed the opinion that although the manual 
exchange was superior, some arrangement should be made with the 
Strowger Co. whereby automatic exchanges could be supplied to 
communities which demanded them. No arrangement was made. 
In 1897 the Strowger Co. installed an automatic system in Augusta, 
Ga., in direct opposition to the local Bell Co. This exchange had 
300 working lines and an ultimate capacity of 1,000 lines, and repre- 
sented a step from small-scale operation to a comparatively large 
installation. 

The Bell System at about this time, 1897, began a survey of the 
patent field in connection with automatic exchanges, and many 
patents were examined and rejected. In 1902 Mr. Lockwood sug- 
gested the acquisition of the Hay and Parsons patent, even though 
of the opinion that the patent was of doubtful validity. At about 
the same time three important patents were recommended for pur- 
chase by Mr. Lockwood and were subsequently purchased. The 

U United States patents Nos. 1,254, 471-1, 254, 476. 
w United States patent No. 222,458. 
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stated reasons for acquiring these patent rights were the freedom to 
use the inventions; the ability, if disposed, to challenge infringers; 
and to better the Bell System’s strategic position in the event that it 
should desire to assimilate or participate in the interests of automatic 
exchange companies. 

Beginning m 1899 the Western Electric Co. experimented with 
automatic and semiautomatic telephone exchanges, and by 1911 the 
latter system had reached such a stage of development that it was 
desirable to make a trial installation. It thus became imperative to 
secure such patent rights as would give freedom to proceed in the 
desired manner. 

In 1911 H. B. Thayer, then a vice president of the American Co., 
outlined a plan for the formation of a patent holding company, a 
subsidiary of the Western Electric Co., to which would be assigned all 
the important groups of domestic patents, both Bell and independent, 
relating; to automatic and semiautomatic exchanges. In return for 
the assignment of patents, each company was to receive a propor- 
tionate share of the preferred stock and nonexclusive licenses under all 
patents. This plan was abandoned in favor of the purchase of im- 
portant patent groups when it was shown that all of the participating 
companies could duplicate and sell exactly the apparatus that the 
Bell companies were to develop and put into use. 

In the same year, 1911, the Western Electric Co. purchased all 
patent rights from the Lorimer-Lundquist Co. This company had 
developed an automatic telephone system that was applicable to 
large exchanges and had been granted, patents that were essential to 
the operation of large automatic exchanges. The ownership of this 
important group of patents relating to automatic exchange telephony 
greatly improved the bargaining position of the Western Electric 
Co. with the owners of other important automatic exchange patents 
and greatly assisted the Western Electric Co. in its ultimate ability 
to provide the Bell System with automatic equipment suitable for use 
in large multi-office metropolitan areas. In 1913 the Western Electric 
Co. purchased a group of automatic exchange patents and patent 
applications of basic importance from the insolvent American Auto- 
matic Telephone Co. 

In addition to securing patents on its own developments and the 
purchase of important groups of patents from independent companies 
and persons, the Western Electric Co., during the years 1912 to 1916, 
entered into cross-licensing agreements with the two important manu- 
facturers of automatic apparatus, the North Electric Co. and the 
Automatic Electric Co., and by 1923 had secured agreements as to 
automatic exchange patents with all important independent telephone 
manufacturers. 1 ® The agreements were secured by the payment of 
large sums of money, and the patent license provisions of these agree- 
ments were particularly favorable to the Western Electric Co. 17 
These agreements have been extended from time to time, and under 
them the Western Electric Co. was and is free to manufacture and sell 
to the operating licensee companies all types of automatic and semi- 
automatic systems excepting exact copies of certain independent 
systems and apparatus. On the other hand, the independent manu- 
facturers are limited as to the size or type of apparatus and the extent 

19 See exhibits 1981-A to 1981-F, inclusive, and 1990 and 1991. 

17 See ch. 5. 
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of improvements which mav be made thereto. The director automatic 
system, developed in 1922 by the employees of the Automatic Electric 
Co. and its affiliates, is an example of an independent development 
dominated by Bell System patents, and which has been used com- 
mercially neither by the Bell System nor by independents in the 
United States. While affording freedom in the adoption of any type 
of automatic telephone exchange by the Bell System, these agreements 
prohibit any attempt on the part of independents to manufacture 
and sell directly to the operating licensee companies automatic exchange 
apparatus capable of meeting their needs. 

Eatent reports 18 that have been made from time to time by the 
personnel of the Bell System show the extent to which the develop- 
ment, acquisition, and licensing policies have accorded to the Bell 
System the freedom to adopt automatic telephone exchanges without 
fear of patent complications. 

Fundamental patent rights to the mechanically operated rotary 
and panel switches were acquired in 1911 by the purchase of the 
Lorimer-Lundquist eroup of patents. After 1913, concurrently with 
the continuing development of panel type switches and systems, the 
Bell System was developing two other major types of switches, viz., 
the crossbar switch and the shelf-type switch. Improvements and 
alternative structures were also being made to the Strowger switch 
used by the Automatic Electric Co. All of these switches are alter- 
native types and two or more of the types may be used for different 
purposes m the same system. The panel and Strowger switches are 
the types principally employed at present. Crossbar switches are 
now being installed on a commercial basis and it is anticipated by 
Bell System officials that they will largely supersede the panel and 
Strowger types. However, those to be employed can comprise but 
a few of the many modifications of crossbar switches that are pro- 
tected by Bell System patents, and as a result many alternative 
modifications will not be used. No shelf-type and rotary systems 
have ever been used commercially in the Bell System, but rotary 
systems have been employed to a large extent by telephone systems 
operating in Europe. 

In response to certain requests by the Commission the American 
Co. submitted detailed information concerning its patents as of 
December 31, 1934. A study of certain classes of patents considered 
by the investigator to be representative of those applicable to auto- 
matic telephony shows that the Bell System owned 1,030 patents or 
45.3 percent of all patents in the selected classes, and used 32.9 percent 
of the patents owned. Other than under the license exchange agree- 
ments with other manufacturers of automatic telephone apparatus, 
the Western Electric Co. does not grant licenses in this field. 

No litigation on automatic telephone patents has ever been insti- 
tuted either by or against the Bell System. 

Long-distance telephony . — The Bell System became firmly entrenched 
in both the exchange and long-distance telephone fields during the 
existence of the fundamental Bell patents. As a result of its policy 
of unremitting patent acquisition the Bell System, upon the expira- 
tion of the Bell patents in 1893 and 1894, held many patents which 
were absolutely essential to, or resulted in great savings in, the 
rendering of long-distance telephone service. Typical of these were 

i» See Bell System patent reports of 1013, 1920, and 1923, exhibits 1962, 1965, and 1966, respectively. 
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patents on transposition in open wire transmission lines, phantom 
circuits, and protection apparatus. 

The technical history of long-distance telephony from 1900 to date 
is a reflection of the development and application of two instrumen- 
talities, loading and repeaters, their associated apparatus and auxili- 
aries, and of the offspring of vacuum-tube developments, carrier and 
radio. The control of these instrumentalities permitted the rendering 
of an adequate long-distance telephone service, and the subsequent 
growth and expansion of the service upon a Nation-wide basis, under 
control by the Bell System. 

(1) Loading: In 1900 the Bell System acquired the rights to the 
Pupin loading coil and loaded-circuit inventions, which were essential 
to the operation of long-distance circuits. In this particular field 
the Bell System, through its ownership of the Pupin patents, started 
out with a patent situation as strong as that which it originally held 
in the broader art of telephony under the fundamental Bell patents. 
The Pupin patents obtained were absolutely controlling as to loaded 
circuits until 1917, when the two fundamental patents 19 on loading 
expired. This control was extended until 1921 by a broad patent 20 to 
Pupin on the loading coil itself. The fundamental loading patents 
were augmented by numerous patents arising from developments 
within the Bell System, such as those on phantom loading, necessary 
types of loading coils, the closely allied developments on duplex cable, 
and development of high-permeability materials for loading coil cores 
which greatly increased their efficiency and economy. The issuance 
of these patents occurred over a period of several years, so that 
absolute control over the application of practicable loading methods 
and instrumentalities was not lost until 1935. Even today, the 
Bell System holds important loading patents which yield decided 
advantages. 

The Bell System does not grant licenses on loading patents to per- 
sons outside its system. Since 1907, the Western Electric Co. has had 
the exclusive manufacture and sale of loading coils to the operating 
licensee companies of the Bell System. In 1926 the right to lease 
these coils to connecting telephone companies was extended to the 
operating licensees under certain conditions. Under a release dated 
March 9, 1937, 21 the American Co. now permits the Western Electric 
Co. to sell loading coils embodying Bell-owned patents to connecting 
telephone companies and to companies not rendering a public tele- 
phone service. 

No patent litigation involving the Bell System has been instituted 
on loading systems or loading coils. 

(2) Repeaters and related instrumentalities: Beginning about 1900, 
the Bell System achieved an absolute control of the telephone repeater 
art. The first practical repeater was the mechanical repeater invented 
by H. E. Shreeve of the Western Electric Co. This had reached the 
operative stage by 1906. With the advent of the economy program 
instituted under Mr. Vail in 1907, development work was greatly cur- 
tailed, but repeaters continued to receive major attention in an effort 
to render them commercially practicable. Many patents w T ere 
secured on various alternatives and improvements in both repeater 

19 United States patents Nos. 652,230 and 652,231. 

*° United States patent No. 761,995. 

*i See exhibit 1979. 
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elements and circuits. Although the development effort was to some 
extent successful and mechanical repeaters were installed in the sys- 
tem, it was apparent that a repeater of the mechanical type had 
almost insurmountable inherent disadvantages. 

In the search for an adequate substitute, attention was directed to 
mercury arc repeaters. The exclusive domestic rights for wire 
telephony and telegraphy were secured under the Cooper-Hewitt 
mercury-arc patents. The ensuing developments gave rise to a group 
of patents covering mercury arc repeaters, oscillators, etc. 

Beginning about 1912, experiments were made in an effort to im- 
prove the De Forest’audion or vacuum tube and to adapt it to repeater 
work. By 1913 these experiments had met with such marked success 
that the American Co. in that year found it expedient to purchase all 
patent rights, except a personal non transferable right reserved by 
De Forest, to the vacuum tube and its related circuits. These circuits 
were applicable not only to repeaters and other devices for use in wire 
telephony but to methods and instrumentalities of fundamental 
importance in radiotelephony and telegraphy as well. Additional 
rights under other De Forest inventions were secured in the years 1914 
and 1917. 

In 1914 several vacuum tube repeaters were installed for commercial 
service at Philadelphia, and in 1915 such repeaters made possible the 
opening of the transcontinental telephone line. This repeater was so 
superior to the Shreeve mechanical repeater that few of the latter were 
supplied after 1916. 

In adapting the vacuum tube repeater to telephone use, it was found 
that the circuit previously employed with the Shreeve repeater was 
unsatisfactory for some purposes. The solution was found in a 
repeater circuit invented by Elwood Grissinger, an independent, and 
exclusive rights thereto were purchased by the American Co. The 
patent 22 on this circuit, issued in 1916, covered until 1933 probably 
the most important repeater circuit ever devised. 

Over the period of the development of the repeater the Bell System 
was not unaware of the potential threat of radio to encroach upon the 
field of wire telephony, and in the research and development routines 
set up in accordance with the policy announced in 1912, this factor was 
not neglected. This realization was undoubtedly responsible for the 
rapid developments and the accumulation of patents particularly 
applicable to the radio art, arising in connection with the wire-tele- 
phone developments on mercury arc and vacuum-tube repeaters. 
By 1920 the Bell System possessed patents and patent rights that 
covered every use of the vacuum tube in telephony. A number of 
these patents were essential for the commercial use of radio. 

Drawing upon the experiences of Maj. Gen. George O. Squier, of the 
United States Signal Corps, in his development of the “wired wireless” 
system of telephone transmission, 23 the Bell System investigated the 
the possibilities of telephone communication by carrier current sys- 
tems employing vacuum tubes and other devices applicable to repeater 
and radio technique. Bv 1918 this development had reached the state 
of immediate prospective commercial application. This method of 
transmission was found applicable to both open wire and cable and 
has been installed extensively in the open-wire plant of the Bell 

» United States patent No. 1,198,212. 

* See Squier v. American Telephone and Telegraph Company , 21 Fed. (2d) 747. 
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System. However, major difficulties were encountered in applying 
this method of transmission to conventional cables containing closely 
grouped wires which have been overcome only recently. Experi- 
ments were begun in 1927 with a special form of cable known as the 
coaxial. Through the application of refined technique in repeaters 
and carrier transmission, the Bell System has developed a coaxial 
cable system capable of transmitting over a single coaxial circuit the 
broad frequency bands required for the transmission of television, or 
the simultaneous transmission of hundreds of telephone conversations, 
or, alternatively, the simultaneous transmission of thousands of 
telegraph messages. 

Such a system will make possible the furnishing of wire-transmission 
services for visual broadcasting, just as the present program trans- 
mission network connects aural broadcasting studios and stations. 
This development offers the possibility of a substantial savings in the 
rendering of long-distance telephone and telegraph services over lines 
where the traffic load and plant conditions warrant its installation. 

On May 13, 1935, the American Co. made application to the Federal 
Communications Commission for a certificate of authorization to con- 
struct an experimental coaxial cable system between New York and 
Philadelphia. The certificate was granted on February 26, 1936, sub- 
ject to certain conditions specified therein. 24 Since that date, the in- 
stallation of the system has been completed, and the system has been 
tested for its applicability to the transmission of telephony, telegraphy, 
and television. At present new repeaters and terminal equipment are 
being installed for the purpose of increasing the frequency band which 
may be transmitted over the cable. 

The above-described program of research and development in long- 
distance telephony and allied fields, with its accompanying program 
of patent acquisition, has been continued to the present date. These 
programs, in conjunction with the patent rights acquired by the Bell 
System, including the rights obtained under the agreements described 
hereinafter, have been a major factor in the maintenance of the Bell 
System's paramount position in long-distance telephony in the United 
States. 

Licensing policy . — Notwithstanding its ownership of important pat- 
ents, the Bell System was not, as of 1920, entirely free to exploit radio- 
telephony, nor to use vacuum-tube repeaters and carrier systems for 
wire telephony, without the possibility of patent infringement suits by 
adverse interests. 

During the World War, in response to governmental appeal and a 
guaranty of protection against infringement suits, all communications 
interests were directed toward the development and furnishing of an 
adequate service to meet the national emergency. By 1919, therefore, 
there existed many conflicting interests in patents, applicable to com- 
munications. 

In 1919 the Marconi Co. of America, a subsidiary of Marconi's 
Wireless Telegraph Co. (Ltd.), of Great Britain, negotiated with the 
General Electric Co. for exclusive rights to the Alexanderson alter- 
nator, which had rendered radiotelegraph communications with Europe 
practicable during the war period. The Navy Department, realizing 
the danger of having so important a device in the hands of foreign in- 
terests, prevailed upon the General Electric Co. to cease negotiations 

M Federal Communications Commission, Docket No. 3065. 
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with the Marconi Co. and to work out a contract for the formation of 
a domestic company. This contract with the Navy Department was 
never executed. 

The first step was taken by General Electric Co., and consisted of 
organizing the Radio Corporation of America on October 17, 1919, 
which then bought the physical assets of the Marconi Co. of America. 
As a preliminary to this transaction the General Electric Co. had ac- 
quired the stockholding of the British Marconi Co. in the American 
Marconi Co. 

By a license agreement executed on November 20, 1919, the General 
Electric Co. granted the R. C. A. substantially exclusive radio com- 
munication rights under all patents or patent rights owned or to be 
owned by the General Electric Co. Among the important patents 
and patent rights then owned were those to the Fleming valve or 
fundamental vacuum tube, acquired from the Marconi Co., the 
rights to the Alexanderson high-frequency alternator and its related 
circuits, the rights to radio frequency amplifiers, and the contingent 
rights to the “hard” or “high- vacuum” tube. This latter right was 
disputed by the Bell System, which based its claim upon the use of 
high-vacuum tubes in its early repeater developments. 26 

The complicated patent situation prevailing at the conclusion of 
the World War could seriously restrict further development and adap- 
tation of repeaters and carrier current for wire telephony and teleg- 
raphy and thereby affect the American Co.’s patent monopoly in long- 
distance wire telephony and the Western Electric Co.’s monopoly 
in the manufacture and sale of equipment therefor. Such delay 
might offer opportunities for others to enter the field of two-way 
radiotelephony for public service. 

(1) The Cross-Licensing Agreement of July 1, 1920: 26 With the 
foregoing outlook the American Co. executed a license exchange 
agreement with the General Electric Co. on July 1, 1920. This 
agreement was for a period of 10 years and gave to each party the 
use in certain fields of patents and patent rights owned by the other. 
In general, the scope of the licenses granted was to use methods and 
processes and to make, use, lease, sell, or otherwise dispose of appara- 
tus, machines, devices, appliances, and systems embodying the inven- 
tions of the several patents in the fields in which the licenses were 
granted. It was provided, however, that no rights were granted to 
either party to manufacture, or to have manufactured, apparatus of 
the character at the time manufactured by the other party, except 
in factories owned or operated by one or the other of the parties 
thereto, or by their controlled companies. 

Each party received nonexclusive licenses to manufacture for and 
sell to tne United States Government radio apparatus and systems 
for governmental use. 

In the domestic field of wire telegraphy the American Co. received 
exclusive licenses generally, subject to a nonexclusive license to the 
General Electric Co. to construct and operate wire telegraph systems 
for its own use. No licenses were exchanged in transoceanic wire 
telegraphy. 

In the domestic field of wire telephony the American Co. received 
exclusive licenses generally, subject to a license to the General Electric 

“ For further details, see report of Federal Trade Commission on Radio Industry, December 1023, exhibit 
1982, cb. 1, sec. 7. 

» See exhibit 289-A6. 
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Co., exclusive as to all except the American Co., to make and sell to 
electric light, power, and traction companies for their own use appa- 
ratus for carrier current telephone communication over wires. 

In the field of transoceanic wire telephony, nonexclusive licenses 
were exchanged. 

In the field of radiotelegraphy the General Electric Co. received 
exclusive licenses, subject to a nonexclusive license to the American 
Co. for uses incidental to the commercial operation of wire telegraph 
and wire and radiotelephone systems. 

In the domestic field of radiotelephony the American Co. received 
exclusive licenses for public service purposes. It granted to the Gen- 
eral Electric Co. exclusive licenses for uses incidental to the commer- 
cial operation of electric power, light, and traction companies; for 
uses by and between airplanes, ships, and other automotive vehicles, 
except railways; for certain private purposes incidental to business 
operations; and for all amateur radio purposes; and granted nonex- 
clusive licenses to the General Electric Co. for its own use; to estab- 
lish and maintain stations for communicating with automotive vehi- 
cles and stations for transmitting or broadcasting news, music, and 
entertainment; and to make and sell receiving sets for reception from 
the latter stations. In the field of transoceanic radiotelephony, each 
company received nonexclusive licenses for its own use. Public- 
service transoceanic radiotelephony was reserved to the General Elec- 
tric Co., to the stations of which American Co. could connect to render 
a public service of this character. 

The agreement contained miscellaneous provisions, such as those 
providing for the exchange of licenses in certain minor fields and for 
the future acquisition of such patent rights that licenses of the above 
scope might be extended thereunder. 

By extension agreements executed the same day the Western Elec- 
tric Co. and R. C. A. extended to the General Electric Co. and the 
American Co., respectively, licenses of the same scope as those granted 
in the principal agreement, and in return the American Co. and the 
General Electric Co. obtained the right to extend all licenses received 
to the Western Electric Co. and the R. C. A., respectively. In this 
arrangement the adherence of the American Co. to its policy of control 
over Bell System patents and patent rights can be recognized. 

By subsequest agreements the licenses granted to the General 
Electric Co. were extended to the Westinghouse Electric and Manu- 
facturing Co., and to the United Fruit Co. and its subsidiaries. Under 
the patents of these companies the American Co. received in return 
licenses of the same scope as those of the principal agreement, with 
the right to extend them to the Western Electric Co. By virtue of 
these agreements the American Co. obtained rights under the Fessen- 
den, Pupin, Armstrong, and other important inventions applicable 
to wire and radio communications. 27 

For the purpose of brevity, these last-named companies, together 
with the General Electric Co. and R. C. A., will be referred to herein- 
after as the radio group. 

(2) The arbitration proceedings under the 1920 cross-licensing 
agreement: After the execution of the 1920 cross-licensing agreement 
and the extension agreements differences of opinion arose between 

17 For details, see Report of Federal Trade Commission on Radio Industry, December 1923, exhibit 1982, 
cb. 2, secs. 4 to 6, mclusive. 
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the Bell System and the radio group on many points. Among other 
things, the Bell System claimed that it had the exclusive rights to 
furnish wire facilities for interconnecting broadcasting stations and 
studios, and to manufacture and sell radiobroadcast transmitting 
apparatus to others than the radio group, and a nonexclusive right 
under its own patents to manufacture and sell radio broadcast receiv- 
ing apparatus. Under these claims some officials of the Bell System 
visualized that it would ultimately monopolize the broadcasting 
industry . 28 

The radio group, on the other hand, asserted that broadcasting 
was an amateur service to which it held exclusive rights, and that the 
use of wires in connection with broadcasting was incidental to its 
right under the license contract to use the patents of both groups for 
estabhshing and maintaining broadcasting stations for the trans- 
mission of news, music, and entertainment. 

In accordance with the terms of an agreement executed between the 
parties on December 28, 1923, the dispute was submitted for arbitra- 
tion. In a draft decision referred to the parties for suggestions on 
November 13, 1924, regarding the above and other controversial 
issues, the referee decided in substance as follows: 2 * (1) the radio 
group had nonexclusive rights to establish and maintain transmitting 
stations for transmitting or broadcasting news, music, and entertain- 
ment from a transmitting station to outlying points; (2) the radio 
group had rights in all radiotelephone receiving apparatus for the 
reception of all broadcasted news, music, and entertainment; (3) that 
the exercise of (1) or (2) did not come within the amateur field, to 
which the radio group had exclusive rights under the contract; (4) as 
incidental to its transmitting stations the radio group had the right 
to establish and maintain permanent or temporary pick-up wires of 
any length, and to utilize all devices whether wire or wireless, includ- 
ing radio relays, useful for the creation or transmission of the electric 
or radio waves incidental to radio transmission of news, music, and 
entertainment; (5) as incidental to the reception of news, music, and 
entertainment, the radio group had rights in all devices or apparatus, 
whether wire, carrier current, or radio, useful in the reproduction of 
the original sound; (6) the Bell System received no rights under the 
patents of the radio group in radiobroadcast transmission or recep- 
tion of news, music, and entertainment; and (7) that broadcasting 
by the use of wire or carrier current was wire telephony, the exclusive 
rights thereto being in the Bell System. 

The proposed decision of the referee was not satisfactory to either 
party. It was never made final and from that time until July 1, 
1926, negotiations were carried on in an effort to come to an agreement. 

The American Co. had a number of alternative plans it might 
pursue in settling the unsatisfactory situation resulting from the 
referee’s draft decision. One of these, characterized by an American 
Co. official as the final concession to be made by the Bell System, was 
to agree to withdraw from the broadcasting field for a substantial 
consideration and allow the radio group to control that industry, 
provided that wire services were secured from the Bell System at 
profitable rates. 

» See exhibit 289, p. 82. 

» Ibid, p. 26. 
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(3) The cross-licensing agreement of July 1, 1926: 80 On July 1, 
1926, a series of three contracts was entered into between the radio 
group and the Bell System. The first of these contracts was a pur- 
chase agreement 31 between the American Co., its subsidiary, the 
Broadcasting Co. of America, and R. C. A., whereby the Broadcasting 
Co., wi th th e assent of the American Co., sold its assets, including 
station WEAF, to R. C. A. In the event the Bell System entered 
the broadcasting field before July 1, 1933, a part of the purchase price 
of station WEAF, $800,000, was to be recovered by R. C. A. from 
the American Co. The second was a service agreement 32 between 
the American Co. and the R. C. A., under which the R. C. A. agreed 
to obtain from the Bell System, and the latter agreed to furnish, all 
broadcasting or program transmission wire service involving the use 
of Bell System patents. In the event the Bell System failed or refused 
to furnish the wire services required by R. C. A., R. C. A. was per- 
mitted to obtain such services from others or to set up its own trans- 
mission networks under the patents of both parties. 

The third of the contracts hereinafter designated as the cross- 
licensing agreement of July 1, 1926, was a modification of the license 
agreement of July 1, 1920. As in the 1920 agreement, the cross- 
licensing agreement of July 1, 1926, included an exchange of licenses 
whereby each group obtained exclusive rights in certain fields and 
nonexclusive rights in others. 

In the field of wire telegraphy, including picture transmission, the 
Bell System obtained exclusive licenses generally; subject to an ex- 
clusive license to the radio group for transmission and reception of 
programs over power lines, and subject also to nonexclusive licenses 
to the radio group for transmission over its own lines, for uses inci- 
dental to the operation of power systems and other fields reserved to 
it under the agreement, and for train intercommunication. 

In the field of wire telephony the Bell System obtained exclusive 
licenses generally; subject to a license to the radio group, exclusive as 
to others than the Bell System, for one-way and two-way carrier 
telephone transmission and reception over electric, heat, fight, power, 
and traction fines for owner use; subject to an exclusive license to 
the radio group for the transmission and reception of programs over 
such fines and for the use of such lines as pick-up fines for broadcasting; 
subject to nonexclusive licenses to the radio group for one-way and 
two-way wire telephony on its own lines for its own use, including 
broadcasting networks, for the distribution of broadcast and recorded 
programs to audiences and throughout buildings, for uses incidental 
to power purposes, and for train intercommunication; and subject 
to a license reserved by the radio group under its own patents to use 
the wire facilities of others for broadcast and other incidental uses 
upon failure of the Bell System to provide the same. 

In the field of radiotelegraphy the radio group obtained exclusive 
licenses generally, subject to an exclusive license to the Bell System, 
to manufacture combmed telephone and telegraph ship sets and to 
sell the same to ships of foreign registry and to domestic harbor craft; 
and subject to nonexclusive licenses to the Bell System for specific 
purposes, such as for its own use, for public use in emergencies, for 
rendering a domestic service analogous to its domestic leased wire or 


“ See exhibit 289- A 19. 

n See exhibit 289, p. 38. See also infra, p. 393. 
» Ibid., p. 42. 
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special contract service, for a public service of combined two-way 
television and speech, and for combined radiotelephone and telegraph 
sets for export, and for use on airplanes and other automotive devices 
other than ships and railway vehicles where such sets are not for trans- 
oceanic use. 

In the field of two-way transoceanic radiotelephony the Bell 
System was granted the exclusive right to make and use, but not to 
sell, lease, or otherwise dispose of, apparatus and systems for use in 
the continental United States. The radio group received exclusive 
rights to make and sell for export, subject to the nonexclusive right 
of the Bell System to make and sell to foreign stations communicating 
with domestic stations of the Bell System. 

In the field of two-way radiotelephony other than transoceanic, the 
Bell System was granted exclusive licenses for public service in gen- 
eral, subject to exclusive licenses to the radio group for amateur pur- 
poses and subject to nonexclusive licenses to the radio group for 
specific purpose such as for its own use, power purposes, train inter- 
communication, and combined radiotelephone and telegraph sets for 
airplanes and other automotive devices other than ships and railway 
vehicles. 

In the field of one-way radiotelephony nonexclusive licenses were 
exchanged for rendering a commercial service to a particular class of 
customers (stock quotations, news, etc.) and for the manufacture, sale, 
lease, and use of radio transmitters, including broadcast transmitters. 
The radio group obtained exclusive licenses generally to the reception 
of one-way programs, subject to a nonexclusive and limited license to 
the Bell System to make and sell radio receivers for export and 
at retail. 


In the field of sound recording the Bell System obtained exclusive 
licenses as to electrical sound recording apparatus, electrical phono- 
graphs, and sound picture equipment related to or connected with the 
fiela of wire telephony other than power wire program transmission 
and reception. The radio group obtained exclusive licenses as to elec- 
trical sound recording apparatus, electrical phonographs, and sound 
picture equipment related to or connected with one-way radio recep- 
tion and power wire transmission and reception of programs and for 


private use in homes. Nonexclusive licenses were exchanged as to 
sound recording for motion pictures for use other than in homes. 

In addition to the exchange of licenses in the above fields of primary 
importance the Bell System received an exclusive license in the field 
of train dispatching. The radio group received exclusive licenses in 
power and household devices for noncommunication purposes, and in 
railroad signaling, X-ray apparatus, and radio goniometry. Non- 
exclusive licenses were exchanged in certain minor fields in which 
neither group was deemed to have any prior interest. 

Briefly stated, the Bell System had by the purchase agreement and 
the service agreement relinquished its hold on radiobroadcasting sta- 
tions, but had received thereby a firm grip upon the furnishing of wire 
facilities for broadcast use. Under the cross-licensing agreement of 
July 1, 1926, it had strengthened measurably its hold upon two-way 
radiotelephony by securing control of domestic shore stations, whether 
used for transoceanic service with the United States or for ship-to-shore 
or coastal harbor service. In accordance with its early objectives, it 
had maintained its position in public service wire telephony and 
telegraphy. 
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(4) The antitrust suit: On May 13, 1930, the United States Govern- 
ment filed a petition in the District Court of the United States for the 
District of Delaware 33 against the American Co., the Western Electric 
Co., General Electric Co., Westinghouse Electric <fc Manufacturing 
Co., General Motors Corporation, et al. The petition alleged that 
the defendants were guilty of unlawful combination and conspiracy in 
restraint of interstate commerce in the manufacture, use and sale of 
radio apparatus; and that the defendants were parties to certain con- 
tracts. agreements, and understandings in restraint of such commerce 
in violation of section (1) of the act of Congress known as the Sher- 
man Antitrust Act. 34 One of the contracts referred to by the Govern- 
ment in its petition was the license agreement dated July 1, 1926, 
between the Bell System and the radio group. 

In the early part of 1932 the GQvernment filed an amended and 
supplemental petition in which additional companies were named 
parties defendant, and which, among other things, set forth that under 
the license agreements between the Bell System and the radio group 
the former had received the exclusive right as to certain fields of 
telegraphy and telephony, both wire and radio, and that the radio 
group had received the exclusive right to certain other fields. 

For a year and a half, prior to November 1932, negotiations were 
carried on between the contracting parties on the one side and repre- 
sentatives of the United States Department of Justice on the other. 
The special assistant to the Attorney General in charge of the suit 
communicated to the telephone and radio interests the attitude of the 
Government, which in short involved the elimination of the exclusive 
provisions of the 1926 license agreement. Following these suggestions 
a new contract was executed on July 1, 1932, 36 which canceled the 
license agreement of July 1, 1926. This new contract was submitted 
to the court, and by a stipulation of November 21, 1932, between the 
Government and all the defendants, except the American Co., Western 
Electric Co., and two other defendants, it was agreed (1) that the 
suit be dismissed as to the American Co. and Western, and (2) that the 
Department of Justice found no objection to the new cross-licensing 
agreement. On the same date a consent decree was entered against 
the remaining parties to the suit enjoining them from enforcing the 
exclusive provisions of the cross-licensing agreements. 

(5) The cross-licensing agreement of July 1, 1932: 30 The fields in 
which the licenses were exchanged under the cross-licensing agree- 
ment of July 1, 1932, were substantially the same as the fields of 
exchange under the 1926 agreement, the licenses being made non- 
exclusive rather than exclusive. 

As admitted by Bell System officials, in correspondence auoted in 
part hereinafter, 37 the position of the Bell System in the fields of its 
primary interests was not endangered by the nonexclusive nature 
of the 1932 cross-licensing agreement. On the contrary, there is 
evidence 38 to the effect that the Bell System was desirous of entering 

« In equity. No. 793. 

*< 26 Stat. 209. 

» See exhibit 289-A35. 

«* Ibid. 

» 7 See pp. 231-232. 

« See exhibit 1423; memorandum, G. E. Folk to C. E. Cooper, October 30, 1929, reading in part as follows: 
“Our preference would have been (1920) to grant to the General Electric Co. nonexclusive licenses only and 
to receive in exchange nonexclusive licenses only where the licenses are at present exclusive. Such exchange 
was proposed to the General Electric Co. but was wholly unsatisfactory to it." [Parenthetical expression 
supplied.] 
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the cross-licensing agreements in 1920 on a nonexclusive basis, realiz- 
ing that such an arrangement would permit of somewhat more free- 
dom in the use and development of services ancillary to the telephone 
business, and that the exclusive rights under its own patents would 
render it invulnerable to attack in its own fields. 

(6) The supplementary agreement of December 26, 1935: 89 On 
December 26, 1935, the “supplementary agreement” was executed 
between the Bell System and the R. C. A. The object of this agree- 
ment was to modify the 1932 agreement in a few respects to provide 
for exchange of further licenses between these parties and to effect a 
settlement of certain disputes, particularly m the sound motion 
picture field, which had arisen since the 1932 agreement. 

Specifically, the following results were achieved by the supple- 
mentary agreement: (1) It removed the limitations and restrictions 
attached to certain licenses in the 1932 agreement. From the stand- 
point of R. C. A. the new provision gave it broader rights with respect 
to ship communication, train dispatching, and other mobile station 
communication, such as airplanes and other automotive devices. 
From the Bell System standpoint, the restrictions relating to wire 
program reception apparatus and electrical phonographs in combina- 
tion with this apparatus were removed. (2) The R. C. A. received 
licenses for wire program reception apparatus and for vacuum tubes 
for use in all fields except wire telephony and telegraphy and radio- 
telephony for public-service communication. The definition of 
“wires” was expanded to “other guiding structures,” wliich includes 
coaxial cables and similar structures. (3) Licenses were granted to 
the Bell System in a number of fields in which it had given but had 
not received licenses in the 1932 agreement. (4) Licenses were 
granted to the R. C. A. in a number of fields in which the Bell System 
had granted licenses to the General Co. in the 1932 agreement, but in 
which the latter had not extended licenses to the R. C. A. (5) The 
parties exchanged releases for all claims based upon (a) any patent 
infringement by reason of the manufacture, use, lease, or sale or the 
furnishing by either party or subsidiary, of sound recording and repro- 
ducing apparatus or licenses for making sound records and motion 
pictures, or combination sound records and motion pictures; and ( b ) 
Any past breach of the 1932 agreement by reason of the manufacture, 
use, lease, or sale of any apparatus for purposes not licensed under that 
agreement but licensed by the present agreement. 

The specific provision in the supplementary agreement expanding 
the definition of “wires” to “other guiding structures,” guarantees 
to the American Co. the same rights in the coaxial cable systems 
referred to heretofore, or other conducting or guiding structures, 
which may be developed as it had previously held in conventional 
wire telephony and telegraphy. 

(7) General effects of the cross-licensing agreements: On June 30, 
1932, Dr. Frank B. Jewett, president of the Bell Telephone Labora- 
tories, made an appraisal of the proposed agreement which became 
the cross-licensing agreement of July 1, 1932, in which it was pointed 
out that 40 — 

The proposed agreement is not a free interchange of nonexclusive licenses 
between the contracting parties. It is an interchange of nonexclusive licenses 

* See exhibit 394. 

*» See exhibit 577, p. 8. 
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with limitations of use. In many cases the grants are unilateral and in others, 
* * * the limitation of field is such as to make the apparent grants to use 

actually of little or no value. Broadly speaking, the practical effect of the agree- 
ment is to limit the field of possible development of each party to its present 
major activities. Where unilateral grants only are made it is clearly impossible 
for the granting party to contemplate successful competition when confronted 
with an adversary who has both its own and the other person’s patents. Even 
where bilateral licenses are made, there is probably little danger of competition 
by the grantee in fields where the grantor has already attained to a commanding 
position. Thus, while a casual reading of the agreement by one not thorougly 
conversant with all the factors may appear to establish the basis for an enlarged 
free development in most of the fields, this is not actually the case. 

In commenting upon Dr. Jewett’s statement that the “proposed 
agreement is not a free interchange of nonexclusive licenses between 
the contracting parties,” George E. Folk, general patent attorney for 
the American Co. (1918-37), stated: 41 

* * * If it were I do not see how we could consent to such an agreement. 

Would we wish to grant to others the right, for example, to compete with us under 
our own patents in our present fields of long-distance communication, both wire 
and wireless telephony and telegraphy? * * * 

From the foregoing it is apparent that these agreements do not 
embody the inherent characteristics of true cross-licensing; that is, 
there was not accomplished a free interchange of rights to use the 
patents in all fields. Although the licenses were made nonexclusive 
m the 1932 agreement, and some additional licenses were granted in 
some fields which were formerly exclusive, the fields in which licenses 
were granted remained for the most part the same as in the former 
agreements, and no general mutual or reciprocal exchange of licenses 
was achieved. The 1935 agreement removed some of the restrictions 
relating to reception apparatus and electric phonographs for wire 
broadcasting present in the 1926 and 1932 agreements, and granted 
additional licenses to the parties, some of which were mutual and 
reciprocal grants for the same purposes, but on the whole it left the 
general principles of the 1932 agreement undisturbed. 

Telegraphy . — The American Co. has always to a greater or lesser 
extent exploited the private-line telegraph field as an adjunct to its 
telephone business and at one time attempted to obtain a dominant 
position in the public telegraph service field. 42 The corporate name 
of the present holding company of the Bell System, the American 
Telephone & Telegraph Co., organized in 1885 to operate the long- 
distance services of tne Bell System, discloses the joint operation of 
telephone and telegraph systems as one of the primary objectives of 
the Bell System. In 1888, Mr. Lockwood expressed the opinion that 
in the fields of simultaneous telegraphy and telephony, and multiple 
telephony using the same lines, the Bell System could afford to be 
more liberal in its acquisition of patents than in any other, and that 
it was necessary to gain as nearly a monopoly as possible in these 
fields. 

Since the 1879 contract, which divided the fields of telegraphy and 
telephony between the Western Union Telegraph Co. and the Ameri- 
can Bell Telephone Co., respectively, was still in force at the time that 
Lockwood expressed his opinion, the Bell Co. was barred from ex- 
ploiting the telegraph field, except as to private- wire service. How- 
ever, this did not prevent the attainment of a strong patent position* 

« See exhibit 1420. 

« See exhibit 2110, p. 76. 
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By 1909 the Bell System was prepared to control, through patents, 
the simultaneous operation of telephone and telegraph systems over 
the same conductors. In that year the American Co. purchased a 
substantial stock interest in the Western Union Telegraph Co. and 
assumed control over the activities of that company. Subsequent to 
complaints received by the Department of Justice, negotiations were 
carried on between the Attorney General and the American Co. 
officials which resulted in an agreement on the part of the American 
Co. to dispose of its Western Union stock as set forth in what has 
become popularly known as the “Kingsbury commitment” of Decem- 
ber 19, 1913. 43 

From this period forward the Bell System has developed certain 
devices particularly useful in the telegraph field. Some of these devel- 
opments, particularly those on apparatus, were purely telegraphic, 
while others, such as carrier telegraph systems, were the offspring of 
telephone developments. The patents resulting from these develop- 
ments were augmented by purchase of important patents relating 
particularly to telegraph-printing apparatus ; fey a licensing agreement 44 
m 1923 with one of its major competitors in the manufacture of tele- 
typewriter equipment, theMorkrum Co.; and in 1925, 1928, 1932, and 
1934 by cross-licensing agreements 48 with the International Standard 
Electric Corporation, a subsidiary of the International Telephone & 
Telegraph Co. In the field of telegraphy, these licenses are exclusive 
to the Western Electric Co. within the United States until 1940. 

On September 30, 1930, the American Co. purchased all common 
and preferred stock of the Teletype Corporation, formerly the 
Morkrum-Kleinschmidt Corporation, a combination of the Western 
Electric Co.'s two major competitors in the manufacture of tele- 
typewriter equipment, and transferred the same to the Western 
Electric Co., thereby eliminating all competition in the manufacture 
of teletypewriter machines. Since that time the Teletype Corporation 
has been substantially the sole supplier of this apparatus in the United 
States. 

On September 10, 1936, ^ the rights and obligations of the Morkrum 
Co. under the contract of June 13, 1923, with the American Co. and 
the Western Electric Co. were transferred in their entirety to the 
Teletype Corporation. The uses of the teletypewriter machines sold 
by the Teletype Corporation are restricted, therefore, in accordance 
with the terms of this contract, as modified by subsequent agreements 
and releases. Denial of the right of the Teletype Corporation to 
make and sell teletypewriter equipment for use under certain system 
patents of the American Co. and the Western Electric Co. serves to 
protect the teletypewriter exchange business of the Bell System 
against competition. As a further protection to this business, the 
.American Co. and the Western Electric Co. authorize the^Teletype 
Corporation to sell apparatus for telegraph forking and extension 
systems 47 by a restricted bill of sale which contains notice of the 
restricted patent license under which the apparatus is made and sold, 
and under which the purchaser agrees to use such apparatus only in 

« See ch. 5, p. 139. 

M See exhibit 1967, document I-5-(a). 

For further discussion of these agreements see p. 187. 

M See exhibit 1967, document I-5-(b). 

*' Telegraph forking and extension apparatus makes possible the tying of local or branch lines into main or 
trunk lines which are capable of carrying a high traffic load. 
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connection with the rendering of service between public offices and 
not to dispose of it for any other purpose. 

By an agreement dated August 8, 1928, the American Co. granted 
the Western Union Telegraph Co. the right to lease carrier telegraph 
equipment employing vacuum tubes, at stated annual rentals for 
various items of equipment and additional rentals per channel mile. 
The agreement specified that the equipment was to be used solely in 
rendering services between public offices or for ticker service. An 
agreement, containing identical provisions, was effected between the 
American Co. and the Postal Telegraph-Cable Co. on August 22, 1928. 
No leases have been consummated under the above provisions of 
either of these agreements. 

The Bell System does not grant licenses on telegraph apparatus to 
others but maintains the complete manufacturing monopoly afforded 
by its patents. Under telegraph-system patents, licenses are granted 
only for specific uses in connection with the sale or lease of apparatus, 
as above noted. 

The Bell System has not been involved in litigation relative to 
telegraph patents. 

Bell System Patent Position as of January 1, 1935. 

On January 1, 1935, the Bell System owned 9,255 patents and was 
licensed under more than 6,000 patents owned by others. It had 
1,279 patent applications pending before the Patent Office. These 
patent rights embraced all of the fields of major importance in com- 
munications, including those fields specifically considered in the cross- 
licensing agreements. Only 3.5 percent of its patents were acquired 
from outside sources, the remaining 96.5 percent having resulted from 
the intensive research and development programs maintained by the 
Bell System. 

Information supplied by the American Co. indicates that it con- 
siders its patents to be in the following classifications: Of the patents 
owned, 4,317 or 46.7 percent were in use by the Bell System; 608 
patents were not in use because of the incomplete development; 237 
patents were not in use because practical application depended upon 
other developments; 2,126 patents w r ere unused because of the avail- 
ability of superior alternatives; 660 patents aw r aited the determination 
of commercial application; and 1,307 patents w'ere unused because 
no public necessity w T as indicated. 

As an aid to an understanding of the Bell System’s patent position 
in specific fields, special studies were made of Patent Office classes 
considered by the investigator to be representative of the fields of 
telephony, telegraphy, radio, and sound recording and reproducing. 
The classes and subclasses included in the studies are listed in appendix 
12 to this report. 

The study relating to local and long-distance telephony show^ed a 
total of 5,577 existmg patents, of which the Bell System owned 
2,578 or 46.2 percent. Of the patents owned by the Bell System, 
1,600, or 62.1 percent, were unused. The patents owned by the Bell 
System included important patents relating to automatic telephone 
systems, w r hich, in conjunction with the license exchange agreements 
between the Western Electric Co. and independent manufacturers of 
telephone equipment and Bell System intercompany contractual 
arrangements assured to the former company a monopoly in the man- 
ufacture and sale of standardized automatic equipment to the oper- 
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ating licensee companies. In long-distance telephony, basic patents 
had expired on loading, repeaters, and other important adjuncts of 
wire telephony, but the Bell System still maintained a strong patent 
hold upon the better and more efficient instrumentalities. Among 
the latter were special loading alloys, efficient forms of vacuum tube 
repeaters, carrier systems, and the coaxial cable. The cross-licensing 
agreements with the radio group greatly improved the Bell System 
patent position and also the ability of the Bell System to maintain 
its dominant position in the exploitation of the field of public service 
in long-distance telephony and radio. 

The telegraph study covered patents considered by the investigator 
to be representative of all the important fields of wire and cable teleg- 
raphy, such as manual, teletypewriter, and picture transmission, 
including television. Of the total of 1,841 existing patents, the Bell 
System owned 832, or 45.2 percent, and held idle 540, or 29.3 percent. 
The idle patents constituted 65 percent of the patents owned by the 
Bell System in the classes selected. The Bell System owned important 
patents covering teletypewriter exchanges (manual) which are stand- 
ard with its system. It also owned patents of equal scope covering 
automatic teletypewriter exchanges, although these were not used. 
The Teletype Corporation and the Western Electric Co. had important 
patents covering teletype transmitting and receiving apparatus, 
tape-perforating machines, and remote-control systems. The Bell 
System patents also supported a controlling position in carrier teleg- 
raphy using vacuum tubes, and necessary adjuncts for multiplex 
telegraph transmission, such as the forking and extension systems 
referred to heretofore. 

The consideration of radio classes, involving 5,781 patents, showed 
a Bell System ownership of 875 patents, or 15.1 percent, and the use 
of 58.3 percent of those owned. Notwithstanding the relatively 
small percentage of Bell ownership in the radio classes studied, the 
Bell System owned some of the most important patents in the radio 
field. In its suits against patent infringers, the R. C. A. has placed 
the greatest reliance upon Bell System patents. In the majority of 
cases the patents have been held to be valid and infringed. 48 

In classes selected by the investigator as representative of the 
sound recording and reproducing fields, there were 4,866 existing 
patents, of which the Bell System owned 821, or 16.9 percent. Of 
those owned, 407, or 49.6 percent, were unused. It should be noted 
that patents and patent classes applicable to sound recording and 
reproducing overlap to a considerable extent those applicable to teleph- 
ony and radio. Among the patents applicable to sound recording 
and reproducing systems and particularly to sound amplifiers for use 
with such systems, were some of the most broadly controlling patents 
owned by the Bell System. Among them were to be found the major- 
ity of the adjudicated patents, whose validity had been sustained in 
infringement suits in both the radio and sound picture fields . 49 

Intercompany Patent Relationships of the Bell System . 60 

In order to utilize to the fullest advantage the value of patents as 
an effective device in furthering their primary objective of the com- 
plete occupation of the telephone field, the founders of the Bell System 

** See exhibit 1989, pp. 86-67. 

♦•Ibid. 

* For copies of agreements, contracts, releases, and memoranda referred to in this section, unless other- 
wise noted, see exhibit 1967. 
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realized that all patents relating to telephone systems and apparatus 
must be under the control of the parent company of the Bell System. 
From the beginning, the control of Bell System patents by the Ameri- 
can Co. and its predecessors has been effected through agreements 
between the American Co. and its subsidiary companies, and through 
agreements between subsidiaries of the Bell System. Under these 
agreements certain rights under Bell System patents have resided in 
subsidiary companies, and in some instances exclusive rights for par- 
ticular purposes, but nevertheless the American Co. has retamed 
the right to control the extent and manner of use of said patents in 
order to achieve its primary objective, namely, the dual monopoly of 
operating and manufacturing in the telephone field. 

Patent relationships of the American Co. and the operating licensee 
companies . — Under the early temporary license contracts with the 
operating licensees, and later under the permanent license-service 
contracts, the operating licensee companies were granted the mere 
right to use such patented devices as were made available to them 
and such patented methods as were necessarily employed in connec- 
tion with the devices. The remaining rights under Bell System 
patents resided either in the parent company, the American Co. and 
its predecessors, or in the Western Electric Co. These contracts exist 
today with substantially identical provisions as to patents, which pro- 
visions are 51 — 

(1) The licensee has the right to use within its territory all tele- 
phones and all telephonic devices, apparatus, methods, and systems 
needed for its business and covered by patents owned or controlled 
by the licensor or which it may have the right to authorize the asso- 
ciated companies of the Bell System to use; (2) the licensee may not 
dispose of any ‘‘telephones” or “telephonic appliances” to nonlicensees 
of the Bell System without the consent of the licensor; (3) the licensee 
is saved harmless from patent-infringement suits. If any necessary 
patent rights are held by others, the licensor will (4) acquire the neces- 
sary patent rights if related to “telephones”; or (5) provide arrange- 
ments for making available necessary “telephonic appliances” or 
systems. 

From the above, it is apparent that the license-service contract 
between the American Co. and each of the operating licensee com- 
panies grants only the right to use under Bell System patents owned or 
controlled by the American Co. This restricted right is further limited 
by the stipulation that the operating companies cannot dispose of 
equipment purchased under Bell System patents without the consent 
of the American Co. 

From the beginning there has existed within the Bell System the 

I iractice, not provided for by contract but understood by operating 
icensee companies and their employees alike, of transferring to the 
parent company all rights to inventions made within the Bell System. 
Such inventions are acquired, usually for a nominal fee of $50 to the 
inventor, the American Co. bearing the expense of obtaining the 
patent. No fee is received nor rights in these patents retained by the 
operating licensee companies. The patents are retained in the name 
of the American Co. and the operating licensee companies have there- 
under the mere right to use granted them under the license-service 

51 See ch. 6. For sample copy of contract, see appendix 7. 


Digitized by Google 



INVESTIGATION OF THE TELEPHONE INDUSTRY 237 

contracts. The patents acquired by the American Co. from the em- 
ployees of the operating licensee companies are few in number. 

The American Co. was organized in 1885, for the purpose of oper- 
ating the long-distance lines of the Bell System, 62 ana operated under 
an arrangement with the American Bell Co. similar to the provisions 
of the contracts with the operating licensee companies. A formal con- 
tract embodying these provisions was executed on January 1, 1894. 
Upon the elevation of the American Co. to the position of the parent 
company of the Bell System, its operating and holding-company 
functions were divided, and the long-distance-lines department, later 
changed to the long lines department, was organized in 1908. As a 
department of the American Co. and possessing no separate corporate 
entity, the long lines department has no contract with the American 
Co. but operates under an arrangement similar to the present licensee 
service contracts between the American Co. and its operating licensee 
companies. 63 Legally, the long lines department stands in the same 
position with respect to Bell System patents as does the American Co. 

Patent relationship between the American Co. and the Western Electric 
Co . — The contract dated February 6, 1882, 64 between the American 
Bell Telephone Co. (predecessor of the American Co.) and the Western 
Electric Co. (predecessor of the Western Electric Co., Inc.) divided 
Bell System patents, equipment, and devices into two classes — namely, 
“telephone” and “telephonic appliances.” The definition of “tele- 
phone” under the 1882 contract is — 

The word “telephone” as used in this contract includes all instruments em- 
ployed for the electrical transmission of articulate speech, including therein all 
attachments and devices which serve to cause, to improve, or to modify the ar- 
ticulating current, or the effects thereof. 

The definition of “telephonic appliances” under the 1882 contract 
is — 

Telephonic appliances include calls, switches, switchboards, annunciators, ex- 
change furniture, and other apparatus and devices adapted for use on or for tele- 
phone lines, except telephones as above defined. 

With respect to patents, the 1882 contract provided: (1) Western 
gave the Bell Co. the right to purchase all “telephone” inventions, 
within 6 months from date as to inventions then owned or within 6 
months after notice as to all future acquired inventions. (2) Western 
granted the Bell Co. an exclusive license to make, use, sell, and license 
others as to all “telephonic appliance” inventions then or thereafter 
owned or controlled. (3) The Bell Co. granted Western the exclusive 
right to manufacture and sell “telephones” to the Bell Co. (4) The 
Bell Co. granted Western an exclusive license to make and sell “tele- 
phonic appliances” under inventions then or thereafter owned or con- 
trolled, subject to the restrictions (a) that within the United States 
such sales be only to licensees of the Bell Co. with notice to the licens- 
ees that the appliances were licensed only for use with apparatus li- 
censed to them by the Bell Co., and (6) that appliances for foreign sale 
remain the property of Western until landed in the foreign country 
and be sold under an agreement that such sales carried no right to use 
within the United States. Western agreed to pay all royalties and 
obligations incurred by the Bell Co. in connection with prior acquisi- 

“ See ch. 1. 

» See ch. 6. 

* For copy of contract, see appendix 5. 
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tions of “telephonic appliance” inventions, and with all future ac- 
quired inventions which Western should elect to come under the pro- 
visions of the agreement. 

The professed purpose of this contract was to make available to 
the American Bell Telephone Co. and its licensees an adequate supply 
of high-quality telephones and telephonic appliances. An obvious 
result, however, was to give the American Bell Telephone Co. the con- 
trol of the patents of both companies and to assure the Western Elec- 
tric Co. a monopoly in the supplying of equipment to the operating 
licensee companies of the Bell System. 

After the partial collapse of the Bell System’s patent structure prior 
to 1907, a memorandum agreement, amending the contract of 1882 
and dated April 8, 1908, was entered into between the American Co. 
and the Western Electric Co. by which the exclusive right of the latter 
to make and sell “telephones” to the American Co. only, and to make 
and sell “telephonic appliances” to the operating licensee companies 
only, was amended to grant to the Western Electric Co. the exclusive 
right to manufacture and sell “telephones” and “telephonic appli- 
ances,” subject to such restrictions as the American Co. might from time 
to time impose. 

Under the 1882 contract and its 1908 revision, which are still in 
force today, the American Co. can restrict from time to time the sale 
of any apparatus which may be classified under the definition “tele- 
phones” or “telephonic appliances,” ownership of the patents as be- 
tween the parties having no bearing. The American Co.’s control 
over the sale bv the Western Electric Co. of apparatus which does not 
come within the classification of “telephones” or “telephonic appli- 
ances” is through direct ownership of patents. Outside the classifica- 
tion of “telephone” or “telephonic appliances” the Western Electric 
Co. is free to do as it pleases under patents owned by it. 

Prior to the 1908 revision the Western Electric Co. was permitted 
to sell “telephonic appliances” to the operating licensee companies 
but was not permitted to sell “telephones” to other than the American 
Co. The 1908 revision, together with the releases issued at that time 
by the American Co. to the Western Electric Co., authorized the 
latter to manufacture and sell “telephones” to the public, and to 
manufacture and sell “telephonic appliances” to the public and 
to sublicensees of any operating licensee company within the latter’s 
territory and with its consent. Releases had been made also whereby 
the Western Electric Co. could manufacture “telephones” for export, 
and manufacture and sell “telephones” and “telephonic appliances” 
to the United States Government under certain conditions and 
restrictions. 

In February 1909 the American Co. authorized the Western Elec- 
tric Co. to manufacture and sell loading coils to the operating licensee 
companies, and in June of that year restricted the use and disposal 
which might be made thereof. In November 1911 the Western 
Electric Co. was authorized to manufacture and sell loading coils for 
foreign use subject to the attachment of a restrictive notice which 
prevented their use within the United States. 

On Februaiy 11, 1919, in a letter from Theodore N. Vail, president 
of the American Co., to H. B. Thayer, president of the Western 
Electric Co., the restrictions upon the Western Electric Co. pursuant 
to the 1882 contract were restated. The pertinent current restrictions 
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were: For use within the United States: (1) Vacuum tubes, for what- 
ever use designed, and repeater elements, both of the vacuum tube 
and mechanical repeater type, whether as individual units or as a part 
of a set, should not be sold, and should be suitably marked to indicate 
that they were the property of the American Telephone & Telegraph 
Co.; (2) loading coils, repeater apparatus, and apparatus especially 
designed for use therewith other than vacuum tubes and repeater 
elements, carrier current apparatus, four-wire circuit apparatus, and 
certain telephone-testing apparatus, insofar as it was controlled by 
patent rights of the American Telephone & Telegraph Co., might be 
sold only to the operating licensee companies under a bill of sale 
restricting the use and disposal of the apparatus, except that such 
apparatus might be sold for Government use, might be made available 
to the Postmaster General during Government supervision of com- 
munications, and might be sold to colleges, scientific societies, and the 
like with the approval of the president or vice president of the Amer- 
ican Co. Mechanical repeaters might also be sold without restriction 
for loud speaking or other one-way telephone systems. For export: 
The Western Electric Co. might sell telephones and telephonic appli- 
ances for use in foreign countries provided that it pay to the American 
Telephone & Telegraph Co. 5 percent of the gross proceeds from such 
sales of telephones, and provided, further, that in the case of apparatus 
the sale of which was restricted in this country the sale of such appara- 
tus for export should be limited for use in foreign countries and that 
the restrictions appear on all bills covering such apparatus. 

The provision in the above restatement of restrictions that the 
Western Electric Co. pay the American Co. 5 percent of the gross 
proceeds from its export sales of “telephones” is the first instance in 
which the American Co. required a royalty from the Western Electric 
Co. for the manufacture and sale under American Cmpatents. 

A large number of releases have been made to the Western Electric 
Co. since 1919, pertaining to the manufacture and sale of one-way 
and two-way communications apparatus to independents, but until 
recently none of these releases permitted the use of said apparatus for 
the transmission of messages or signals for hire or for rendering a 
public service. In 1928 an arrangement was made whereby the 
Western Electric Co. might thereafter sell to the operating licensee 
companies of the Bell System transmitters, receivers, and induction 
coils theretofore leased to them by the American Co. A recent 
release 66 extends to the Western Electric Co. the right to sell telephone 
repeaters, loading coils, and one- and three-channel carrier telephone 
apparatus to connecting companies of the Bell System. Since 1919 
each release giving the Western Electric Co. the right to manufacture 
and sell to others than the operating licensee companies under “tele- 
phone” patents requires 5 percent royalty to the American Co. on 
the sale price of equipment sold. 

Patent relationships of the Bell Telephone Laboratories with the 
American Co. and with the Western Electric Co. — The Bell Telephone 
Laboratories, Jnc., began operations on January 1, 1925. During 
1925 and 1926 work was performed exclusively for the American Co. 
and the Western Electric Co. Beginning January 1, 1927, E. R. P. I. 
was added as a customer. On March 1, 1934, the department of 

U See exhibit 1979. 
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development and research of the American Co. was transferred to the 
Bell Telephone Laboratories. 

Article (g ) of the certificate of incorporation M of the Bell Telephone 
Laboratories provides that its patent activities shall be as follows: 

To acquire by purchase or otherwise, and own, use, sell, assign, grant licenses 
under, and otherwise turn to account and dispose of letters patent of the United 
States or of any other country, and rights, privileges, and immunities, in, to, or 
under, or granted or secured in or by such letters patent; and to acquire, make, 
use, sell, exchange, and deal in inventions, improvements, processes, formulae, 
and trade secrets, and rights in, to, under, or in respect of said inventions, im- 
provements, processes, formulae, and trade secrets. * * * 

It will be noted that the certificate of incorporation does not specify 
to whom the Bell Telephone Laboratories shall assign patents resulting 
from its activities. Shortly after the Bell Telephone Laboratories 
was established a controversy arose between the American Co., the 
Western Electric Co., and the Bell Telephone Laboratories as to whom 
United States patents held by the Bell Telephone Laboratories should 
be assigned. Mr. Tanner, general patent attorney for the Western 
Electric Co., took the first step for determining the assignment of such 
patents and patent rights. In a memorandum to Mr. W. P. Sidley, 
vice president and general counsel of the Western Electric Co., dated 
May 13, 1925, he proposed (1) that patent applications for inventions 
made by employees of Western should be assigned immediately to 
Western; (2) applications thereafter filed by the Bell Laboratories 
upon inventions which were made by employees of Western prior to 
January 1, 1925, should be assigned directly to Western as and when 
the applications were filed; and (3) as to inventions made by employ- 
ees of the Laboratories Co. after January 1, 1925, a contract should 
be entered into between the American Co., Western, and the Labora- 
tories, providing that, (a) inventions relating to “telephones” and 
“telephonic appliances” be assigned by the Laboratories to the 
American Co. and to Western, respectively, and the rights of the 
respective companies to such inventions be determined by the pro- 
visions of the 1882 contract; (6) all inventions other than “telephones” 
and “telephonic appliances” be assigned to Western; and (c) foreign 
rights to all inventions, whether “telephones,” “telephonic appli- 
ances,” or otherwise be assigned to Western. 

On November 28, 1927, the board of directors of the Bell Tele- 
phone Laboratories authorized its president to execute and deliver 
to said companies or their nominees, from time to time, as their respec- 
tive interests might appear, assignments of all patent applications 
and patents and rights to patents in all countries belonging to or 
standing in the name of the Bell Telephone Laboratories. 

The contract suggested in paragraph (3) of the Tanner proposal 
was later drafted but never executed. Subsequent to the directors’ 
resolution of November 28, 1927, it became the practice of the Bell 
Telephone Laboratories to assign to the Western Electric Co. all its 
patents pertaining to “telephonic appliances” and to assign to the 
American Co. all its patents pertaining to “telephones,” thus carrying 
out Mr. Tanner’s proposal 3 (a). Respecting the Tanner proposiu 
3 (6), it was advanced that the 1882 contract between the Western 
Electric Co. and the American Co. did not cover telegraph system and 
apparatus patents and for that reason the practice followed as to 
“telephone” and “telephonic appliance” patents could not be followed 

N See exhibit 231, appendix III. 
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with respect to telegraph patents. It was further contended that the 
American Co. should not take title to patents relating to other than 
telephony or telegraphy because it was not desirable that the American 
Co. be either the licensor to outsiders or a necessary party plaintiff in 
infringement suits. It was argued that the Western Electric Co. 
should take title to patents not relating to telephony or telegraphy 
because it was equipped to license others and was under no dis- 
ability as a plaintiff in infringement suits. The ultimate result of the 
controversy was that all United States patents relating to other than 
“telephone” and “telephonic appliances” were permitted to remain 
in the hands of the Bell Telephone Laboratories. 67 

Mr. Tanner’s proposal 3 (c), namely, that all foreign rights in inven- 
tions obtained by the Bell Telephone Laboratories be assigned to the 
Western Electric Co., was earned out with the exception of patents 
and patent rights obtained in the Dominion of Canada ana New- 
foundland. 68 

Patent relationship of the Western Electric Co. and the Electrical 
Research Products , Inc . — The Electrical Research Products, Inc., 
herein referred to as E. R. P. I., serves as distributor and lessor of 
equipment manufactured by Western pursuant to releases to it by 
Western. The equipment is usually covered by patents held either 
by the Western or the American Co. In cases where the releases 
pertain to equipment covered by patents owned by the American Co., 
E. R. P. I. is required to pay Western for transmittal to the American 
Co. any royalties required by the latter. Also, E. R. P. I. is restricted 
in the use of American Co. patents to the same extent as is Western. 

The original agreement between the Western Electric Co. and E. R. 
P. I. was dated December 30, 1926. Under this contract Western 
transferred certain non telephonic aspects of its business to E. R. P. I., 
reserving to itself the exclusive right to manufacture any apparatus 


reserving to itself the exclusive right to manufacture any apparatus 
which E. R. P. I. might reauire to be manufactured, under all patents 
or inventions relating to tne business transferred, subject to certain 
rights of the latter if unable to secure acceptance of orders by Western. 
Under this agreement E. R. P. I. became the licensor, except for 
certain reserved fields, under Bell System patents. E. R. r. I/s 
right to license in specific instances was authorized by releases from 
Western. 

Each party agreed to assign such rights under its patents or patent 
rights as necessary to the business of the other, upon assumption by 
the latter of obligations due others under such rights. There is an 
oral understanding that the legal title to all United States patents 
and applications for patents acquired by E. R. P. I. will be trans- 
ferred by it to the Western Electric Co. Pursuant to this under- 
standing E. R. P. I., from time to time, has made transfer of United 
States patents to Western. 

In order not to be a necessary party plaintiff to infringement suits, 
the American Co., on May 7, 1929, executed an agreement with the 
Western Electric Co. and E. R. P. I. wherein it granted to the last- 
named parties the right to sue others on 21 patents relating to vacuum 
tubes and vacuum-tube circuits used for the recording and reproduc- 
tion of sound. As of December 31, 1934, six suits had been concluded 

17 See transcript of record, Federal Communications Commission, special Investigation, docket 1, vol. 
49, pp. 0473-6477, and exhibit 1068. 

» As to these latter rights the Western Electric Co. and the American Co. have agreements, to he dia- 
enssed hereinafter, with the Northern Electric Co., Ltd. of Canada, and its manufacturing affiliate, the 
Bell Telephone Co. of Canada. 
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and one was being prosecuted. In three of the suits decisions were 
rendered holding certain patents valid and infringed and, on the 
basis of the valid adjudications, consent decrees and decrees pro 
confesso were taken by the defendants in the remaining three suits. 

Under date of June 28, 1935, an agreement was entered into by 
which E. R. P. I. transferred to Western (1) all patents, patent rights, 
and licenses relating to manufacturing machinery, materials, methods, 
and processes, and to factory equipment; (2) all right, title, and 
interest to patent licensing contracts of the same character, including 
those specifically named, and all royalties accruing thereunder. 
E. R. P. I. thereby relinquished its role of licensor in those fields, and 
returned to the Western Electric Co. the right to collect the royalties 
accruing therefrom. 

Patent relationship of the Western Electric Co. and the Teletype 
Corporation— On June 13, 1923, an agreement was entered into 
between the Morkrum Co. (predecessor of the Teletype Corporation), 
the American Co., and the Western Electric Co., under which an 
exchange of licenses between said companies was provided, each 
company being given a nonexclusive right to make, use, and sell 
printing telegraph systems or apparatus covered by patents or appli- 
cations for patents owned by each of the parties with the exception 
that the Morkrum Co. was excluded from the right of sale or use of 
printing telegraph apparatus or any apparatus in the following 
systems: 

(а) Radiotelegraph systems; 

(б) Carrier-current or so-called “guided wave” or “wired 

wireless” systems; 

(c) Ciphering and deciphering systems of the type exemplified 

by certain United States patents; 

(d) Transmission of pictures; and 

(e) Forking or extension systems of the type exemplified by 

United States patent to Rainey, No. 1,407,042, dated 

February 21, 1922. 

In 1925, the Morkrum Co. assets were taken overby the Morkrum- 
Kleinschmidt Corporation, a combination of the Western Electric 
Co.’s two major competitors in the manufacture and sale of tele- 
typewriter equipment, the name of which was later changed to Tele- 
type Corporation. On September 30, 1930, the American Co. pur- 
chased all common and preferred stock to the Teletype Corporation 
and transferred the same to the Western Electric Co. 

Under the reservation made by the American Co. and the Western 
Electric Co. in the agreement dated June 13, 1923, with the Mork- 
rum Co., that is, excluding the Morkrum Co. from the right of sale 
or use of printing telegraph apparatus or other apparatus in certain 
systems, and under the telegraph patents acquired by the Western 
Electric Co. and the American Co. since said agreement, releases are 
made from time to time to the Teletype Corporation granting it 
certain rights as to use, manufacture, and sale under the telegraph 
patents owned by the American Co. and the Western Electric Co. 
These releases are based upon the payment of royalties by the Tele- 
type Corporation to the Western Electric Co. By virtue of the tele- 
graph patents owned by the American Co. and the Western Electric 
Co. and by virtue of the restricted bills of sale under which certain 
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telegraph equipment is sold, its use for record communication pur- 
poses is controlled. 

The Teletype Corporation has its own patent department and 
maintains its patent position as to teletypewriters. It does not license 
outsiders under its patents. 69 

Patent relationship of the Teletype Corporation and the Teletypesetter 
Corporation. — The Teletypesetter Corporation was organizea as a 
wholly owned subsidiary of the Teletype Corporation pursuant to an 
agreement of July 6, 1929, between Teletype and Frank E. Gannett 
and Walter E. Morey, developers of teletypesetter equipment. 

By an agreement dated June 5, 1930, Teletype granted Teletype- 
setter a license to make, use, and sell automatic typesetting methods 
and apparatus under all patents of Teletype, subject to the payment 
of royalties and the fixing of a patent notice to apparatus sold, such 
license not to be extended to others without the consent of Teletype. 
By an agreement of the same date Teletypesetter granted a license to 
Teletype under four patent applications. 

Teletype has from time to time assigned to Teletypesetter patents 
relating specifically to teletypesetting and typecasting apparatus. 

Patent relationships with present and former foreign subsidiaries . — 
Under a contract dated April 23, 1914, between the Northern Electric 
Co., Ltd., of Canada, and the Western Electric Co., Ltd., a wholly 
owned Canadian subsidiary of the Western Electric Co., Inc., the 
Northern Electric Co. received exclusive licenses under Canadian and 
Newfoundland patents on Western Electric Co. inventions, and the 
Western Electnc Co. received exclusive patent rights within the 
United States to inventions of the Northern Electric Co. 

By an agreement of August 27, 1919, involving the Northern 
Electric Co., Ltd., the Bell Telephone Co. of Canada, Ltd., Western 
Electric Co., Ltd., and International Western Electric Co., supple- 
mented by later agreements of March 18, 1922, May 16, 1923, and 
February 20, 1929, there was an exchange of patent rights under 
which, in general, Western receives the exclusive right outside of 
Canada and Newfoundland to all inventions acquired by Northern 
Electric Co. or Bell Telephone Co. of Canada. In return Northern 
Electric Co. and Bell Telephone Co. of Canada receive licenses for 
Canada and Newfoundland under all rights to inventions owned or 
controlled by Western or the American Co. except in the field of 
submarine cables. The agreements also provide for exchange of 
technical and other information and for the payment by Northern 
Electric Co. to Western Electric Co. of 1 percent of its telephone 
sales. 

The agreement of August 27, 1919, was supplemented by an agree- 
ment dated May 16, 1923, whereby the American Co. and the Western 
Electric Co. assigned to the International Western Electric Co., with 
reservation of licenses, all their patents of Canada and Newfoundland, 
except those relating to oceanic submarine cable telegraphy. Inter- 
national Western Electric assigned to Western all United States 
patent rights acquired from the Bell Telephone Co. of Canada and 
the Northern Electric Co. during the term of the agreement. The 
American Co. agreed to take out subsequent patents in Newfoundland 
and Canada and to grant the Bell Telephone Co. of Canada nonexclu- 

M See Transcript of Record, Federal Communications Commission, Special Investigation, Docket 1 
pp. 6478-6483. 
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sive licenses pursuant to a “license contract” hereinafter described. 

The International Western Electric Co., was later changed to the 
International Standard Electric Co., and pursuant to a contract® 0 
dated August 14, 1925, was sold to the International Telephone & 
Telegraph Co. In this contract Western reserved certain assets, 
including all United States, Canadian, and Newfoundland patent 
rights. By agreements of October 1, 1925, 61 March 30, 1928, 62 Decem- 
ber 27, 1932, 63 and August 14, 1934, 64 between Western and Inter- 
national Standard Electric Corporation, Western receives certain 
patent rights with respect to inventions acquired by International 
and its associated companies up to October 1, 1940. Western's 
rights in the United States to International's inventions are in general 
nonexclusive, being exclusive, however, up to October 1, 1940, with 
respect to a large group of inventions controlled by International 
prior to August 14, 1934, insofar as telephony, telegraphy, and tele- 
vision are concerned. On the other hand, Western grants Inter- 
national rights, with respect to Western's inventions, acquired before 
October 1, 1940, in all countries except the United States, Canada, 
and Newfoundland, these rights being in general exclusive up to 
October 1, 1940, in the fields of telephony and telegraphy. In other 
fields, including television, terminal apparatus for submarine cable, 
and the electrical reproduction of sound from records, the licenses are 
nonexclusive. 

The agreements between Western and International also involve 
sales agencies, exchange of information, and royalty payments by 
International. 

International's associated companies include a considerable number 
of foreign manufacturing or operating companies, many of them 
owned in whole or in part by International, and also some United 
States companies, particularly Postal Telegraph & Cable Corporation, 
Federal Telegraph Co., and International Telephone & Telegraph 
Corporation. Western also receives the benefit, for some countries, 
including the United States, of agreements by which International 
receives transferable licenses from a few nonassociate foreign com- 
panies. 

The foreign rights reserved by the American Co. and Western in 
foreign fields, under the agreement of August 14, 1934, are exercised 
through the Electrical Research Products, Inc. This subsidiary in 
turn grants licenses to 6 foreign corporations and receives licenses 
from 11. The agreements with 4 corporations are based upon 
license exchanges. These agreements relate to the fields of sound 
recording, submarine cable, and cable manufacture. 

A license-service contract between the American Co. and the Bell 
Telephone Co. of Canada was executed May 16, 1923. In considera- 
tion of the payment to it of 1 percent of the gross revenues of the 
Bell Telephone Co. of Canada, the American Co. agreed, among other 
things, (1) to furnish the Canadian Co. copies of specifications of all 
applications which the American Co. or Western may file for United 
States patents for inventions relating to “telephones” and “telephonic 
appliances” and equipment, including cables applicable for use in the 
telephone system of the Canadian Co.; (2) upon request of the Cana- 
dian Co. the American Co. agreed to patent or cause to be patented 

« See exhibit 1083. 

•i Bee exhibit 1084. 

« See exhibit 1985. 

« See exhibit 1986. 

« 8ee exhibit 1987. 
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in the Dominion of Canada and Newfoundland such of the submitted 
inventions as designated by the Canadian Co.; and (3) the American 
Co. agreed to grant or cause to be granted to the Canadian Co. 
licenses to make (including the right to have others make and man- 
ufacture for it), use, and sell under each patent obtained in the Domin- 
ion of Canada and Newfoundland, which licenses shall be nonexclusive 
and shall continue until the end of the terms of such patents. 64 Under 
this contract the patent rights granted by the American Co. under its 
patents in the Dominion of Canada and Newfoundland to the Cana- 
dian Telephone Co. are superior to the rights granted by the American 
Co. under its United States patents to the associate operating licensee 
companies in the United States. However, the Canadian Telephone 
Co. is not protected against patent infringement as are the operating 
licensee companies. 

Summary. 

The Bell System was founded upon the basic telephone patents 
issued to Alexander Graham Bell. The ownership of these basic 
patents and the patent rights acquired from the Western Union 
Telegraph Co. in 1879 gave the Bell System complete control of the 
telephone field during the life of the basic Bell patents. The active 
fife of the two basic Bell patents extended over a period of 18 years 
(1876-94), and during that period the Bell System acquired, in addi- 
tion to the patent rights it obtained from the Western Union Telegraph 
Co., a large number of improvement patents relating principally to 
“telephonic appliances” with the purpose of perpetuating through 
patents its dominant position in the telephone field. 

With the expiration of the two basic Bell patents the activity of 
independent telephone companies greatly increased. The Bell System 
opposed these activities by patent infringement suits until it became 
evident, about 1907, that Bell System patents alone were not suffi- 
cient to stay the activities of independent companies in the telephone 
exchange field. Thereafter, the practice of instituting patent in- 
fringement Suite against the independents was abandoned and the 
Western Electric Co. was authorized to supply exchange equipment 
to independent telephone companies in competition with the inde- 
pendent manufacturers. The Western Electric Co. entered this new 
field of the manufacture and sale of supplies with the permission of 
the parent company of the Bell System, but subject to such restric- 
tions as said parent companv might from time to time impose. 

The 1882 contract established the Western Electric Co. as the sole 
manufacturer of patented equipment for the Bell System operating 
companies. Since that date the parent company of the Bell System 
has, through stock control or agreements with the operating companies, 
retained in the Western Electric Co. the exclusive right to manufac- 
ture and sell to said companies equipment covered by Bell System 
patents; thus none of the licenses granted under Bell System patents 
to independent manufacturers of telephone equipment have enabled 
them to sell telephones and telephonic appliances directly to the 
associated telephone companies of the Bell System. Standardization 
of patented equipment for the use of the operating licensee companies 
further assures the purchase of such equipment from the Western 
Electric Co. 

•» These provisions supersede a grant in a contract of November l, 1880, between the American Bell Tele- 
phone Co. and the Canadian Telephone Co., Ltd., predecessor of the Bell Telephone Co. of Canada, which 
provided that all Canadian patents on “telephones^ and “telephonic appliances" acquired by the American 
Co. b© assigned to the Canadian Co. See exhibit 130, pp. 105-108. 
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The ownership of the basic loading-coil patents which were issued in 
1900 and 1904 gave to the Bell System a patent position in the field of 
long-distance telephony which was, for all practical purposes, as 
strong as that which the Bell System first held in the broader art of 
telephony under the basic Bell patents. During the life of these basic 
loading-coil patents, the Bell System, through research and purchase, 
acquired a dominant patent position respectmg repeaters or amplifiers 
for long-distance telephony. Loading coils and telephone repeaters 
considered essential to the economical furnishing of satisfactory long 
distance telephone service were leased to connecting telephone com- 
panies beginning in 1926, but were not available to them by purchase 
until 1937. 

The patents relating to repeaters or amplifiers were also extremely 
important in the fields of radio and sound amplifving for public- 
address and theater purposes. The patent position of the Bell System 
in public service telephony (wire and radio) was greatly strengthened 
by the cross-license agreement with the radio group in the year 1920. 
The changes in the cross-license agreement between the Bell System 
and the radio group that took place after 1920 maintained the exclusive 
patent position of the Bell System in public-service telephony, both 
wire and radio. 

Most of the patents now owned by the Bell System were developed 
by the system. Excluding these patents under which rights have been 
obtained, a small percentage of the patents owned have been purchased 
from persons outside the Bell System. Among the small number 
purchased, however, are the three most important groups of patents 
acquired since the basic Bell patents. These groups are: The loading- 
coil patents of Pupin; the vacuum tube patents of De Forest; and the 
repeater circuit patents of Grissinger. 

Control over patents and patent rights held by the Bell System is in 
the American Co. by reason of stock control over most of its associated 
companies; the 1882 contract between the American Co. and its sub- 
sidiary, the Western Electric Co. ; and the license contract agreements 
between the American Co. and the associated companies. Under 
these contracts and agreements the operating licensee companies 
obtain the right to use patented methods and equipment made avail- 
able to them by the parent company tlirough its manufacturing sub- 
sidiary, the Western Electric Co., and the operating companies may 
dispose of this patented equipment only to other licensees. 

In attaining its patent position, the American Co. has accumulated 
large numbers of patents that have not been incorporated in equip- 
ment made available to the operating companies. In acquiring patents 
generally applicable to the telephone field, there has been the policy 
of covering each development as completely as possible even though 
it was apparent that some of the patents so acquired would probably 
never be incorporated in equipment actually used by the operating 
companies. 

Bell System patents are made available for incorporation in equip- 
ment to be manufactured, sold, and used through and by others in 
such a manner as not to enable the resultant licensees to invade the 
chosen fields of the Bell System. Royalties arising from these licenses 
are accounted for by the Bell System in such a manner as not to be 
directly associated wdth the costs incurred in developing and obtaining 
the patents from which they result. 
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CHAPTER 9 

ENGINEERING AND STANDARDIZATION 


Preceding chapters, describing the history of the Bell System, its 
scope, organization and fields of activity, and its research and de- 
velopment policies, have brought out clearly the fact that the Bell 
System as a public-utility enterprise is in many ways unique. It is 
a privately owned utility which supplies a Nation-wide, integrated 
service under unified management with centralized research, engineer- 
ing, and manufacturing activities. In this chapter there are presented 
the more important results of the centralized research and engineer- 
ing functions as they are embodied in the physical plant and operating 
procedure of the Bell System and hence affect wire telephone communi- 
cations service in the United States. 

The successful conduct of any enterprise of the magnitude of the 
American Co. “require(s) the raising and appropriation of large 
capital funds which compel predetermination and comparison of costs 
and service value. Only the engineer has the specialized knowledge 
necessary to the making of such computation.” 1 This “predetermina- 
tion and comparison of costs and service value” affords opportunities 
for great successes and for equally great mistakes. Interlocking 
operations, such as are essential to the operation of even the most 
elementary telephone-intercommunication systems, require such a 
uniformity of operating characteristics for successful operation that 
“standardization” becomes natural immediately and increasingly 
mandatory in scope as the magnitude and frequency of related instru- 
mentalities and operations increase. “Standardization” is the pre- 
scription of tolerances and limits of dimension, and of operating 
characteristics, of interrelated devices and methods in such a manner 
and with such a degree of refinement as to assure the successful inter- 
action of the components for the creation of a product or service ac- 
ceptable to the user. This chapter describes a number of the out- 
standing problems of this kind occurring during the development of 
the American Co. to its present status. 

Organization of Bell System Engineering and Standardization 
Activities. 

Prior to 1907 the organization of and division of responsibility for 
engineering and standardization work of the Bell System was the 
result of uncoordinated growth, being carried on by the American Bell 
Telephone Co. and American Telephone & Telegraph Co., by Western 
Electric Co., and by certain of the subsidiaries. 2 In 1907 the engi- 
neering and standardization work was concentrated in the American 
Telephone & Telegraph Co. and the Western Electric Co. and the 
responsibility divided so that the American Telephone & Telegraph 

i Bncv. 8oc. Sci., vol. V, p. 543; parenthetical "s” supplied. 

Exhibit 1951-A, appendix J. 
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Co. engineering department was responsible for the planning and 
direction of new developments, and for standardization of new de- 
signs, while Western Electric Co. was responsible for the development 
and standardization of apparatus, for the preparation of detail central- 
office plans and for inspection of purchased materials. This rear- 
rangement was made for the expressed purpose of saving the associated 
companies the expense of maintaining separate research organizations 
and of providing, in the parent company, a group of experienced engi- 
neers and operating men whose function was to work out problems 
common to the companies of the system and to make available to each 
the benefits of their combined experience. Full responsibility for 
planning and executing fundamental plans and traffic work remained 
with American Telephone & Telegraph Co. 3 By 1918 the increasing 
diversity, number, and magnitude of problems made another rear- 
rangement of functions desirable. This rearrangement resulted in the 
division of the American Telephone & Telegraph Co. engineering de- 
partment into two departments, the department of operations and 
engineering and the department of development and research. The 
first of these departments concerned itself with the application of 
accepted or standardized apparatus and methods to the needs of the 
operating companies ; the second of these departments concerned itself 
with the fundamental research and with development work necessary 
to solve the new problems arising, and to provide the new means and 
methods demanded by those solutions. Incidentally thereto, certain 
of the functions of the Western Electric Co. laboratory were shifted to 
the department of development and research. In 1925 those engi- 
neering functions of the Western Electric Co. relating to development 
and design of products as distinguished from manufacturing process 
engineering, were segregated in the Bell Telephone Laboratories, Inc. 
In 1934 the work of the department of development and research of 
the American Telephone & Telegraph Co. also was transferred to the 
Bell Telephone Laboratories, Inc. At present, therefore, Bell Tele- 
phone Laboratories, Inc., conducts all research, engineering, and 
development work forming the basis for standardization of telephones, 
telephone apparatus, etc.; the Western Electric Co. conducts the re- 
search and engineering work incident to manufacturing processes; 
and the department of operations and engineering of the American 
Telephone & Telegraph Co. performs the functions previously 
described. 

The results of engineering and research carried out by the American 
Co., the Bell Telephone Laboratories and the Western Electric Co. 
appear in the Bell System in standardized types of apparatus and 
equipment and in standardized methods of operation which are made 
available to the associated companies through letters of instructions, 
printed data, handbooks, etc., and also by personal instruction and 
consultation on specific problems. This organization of technical 
activities in the Bell System places complete responsibility and au- 
thority with the American Co. management both for determination 
of the broad lines along which the research efforts shall be directed 
and also for the particular types of apparatus, equipment, and methods 
which are standardized for use by all Bell System companies. 

The Bell Telephone Laboratories’ telephone activities are directed 
along lines specifically authorized by the management of the American 

* Ibid. 
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Telephone & Telegraph Co., or by the Western Electric Co., which in 
turn works under the direction of the American Telephone & Tele- 
graph Co. The nature and scope of telephone research and engineer- 
ing work to be carried on by the Bell Telephone Laboratories, Inc., is 
determined largely by informal cooperation between the three groups, 
although final authorization of all projects rests with the officials of 
the American Telephone & Telegraph Co. The Bell Telephone 
Laboratories, with the advice and assistance of the American Tele- 
phone & Telegraph Co.’s department of operation and engineering 
and Western Electric, originates, adapts and applies new and improved 
materials and equipment for the Bell System. The department of 
operation and engineering studies the needs of the associated com- 
panies for new apparatus and systems, while the Laboratories keep 
in touch with the progress of science and engineering generally, botn 
in this country and throughout the world. The department follows 
the progress of development work in the Laboratories, specifies service 
tests for completed models, and finally selects the product considered 
best suited for practical application to the telephone service. After 
a new article or system has been approved, the department of opera- 
tion and engineering standardizes it, sends the Bell System companies 
circulars directing them where and how to use the new article and 
instructing them in its maintenance and operation, and authorizes 
Western to proceed with its manufacture . 4 

The Bell System plant and operations are highly standardized. 
Until an article has been standardized by the American Telephone & 
Telegraph Co., the Western Electric Co. does not manufacture it for 
the associated companies, except on special authorization for trial 
installations . 6 The Bell System companies rarely buy nonstandard 
equipment, nor do they use nonstandard methods. 

Advantages claimed for centralization of engineering activities and 
standardization . — Statements have been made by American Tele- 
phone & Telegraph Co. officials of the advantages of centralization 
of research and engineering services for the Bell System. These 
statements have usually been made in rate proceedings in support of 
an associated company’s contentions as to the value of services 
rendered to it by the American Co. under the terms of the license 
contract. Specific references have been made m such statements to 
the savings in cost due to the avoidance of duplication of work by the 
individual associated companies, although no specific figures as to 
the amount of such savings have been disclosed. Estimates have 
been presented of the savings resulting from technical improvements 
in the telephone plant attributable to American Telephone & Tele- 
graph Co. engineering effort. These savings, estimated as the differ- 
ence between the cost of the existing Bell System plant and the cost 
of a plant which would give equivalent service using earlier types of 
plant and equipment, run into very large figures . 6 

The American Telephone & Telegraph Co. estimates of savings are 
predicated on the assumption that earlier types of plant would have 
been installed in sufficient quantities to give telephone service equiva- 
lent to that supplied by the Bell System at the later date. It is self 

* Bee affidavit of Harry P. Charles worth, assistant chief engineer of the American Telephone & Telegraph 
Co., September 16, 1933, in the Wisconsin Telephone case, Wisconsin Telephone Co. v. Public Service Commie* 
pan of Wisconsin, U. S. District Court for the Western District of Wisconsin, in Equity No. 2193. 

• Ibid., pp. 248 and 249. 

Ibid. 
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evident that the greater cost of the earlier types of plant would have 
made service extensions, to the extent actually made, impossible 
within the limits of what the subscriber did, or would, pay for the 
service. 

In general, the claim is made that the furnishing of centralized 
engineering services and standardization by the American Telephone 
& Telegraph Co. has been the most effective and economical way of 
making the telephone invention useful to the public; that without this 
or some similar arrangement telephone service could not have been 
made good enough or cheap enough to exist on the scale on which it 
exists today; and that universal service and the telephone supremacy 
of the United States over the rest of the world have been due to this 
arrangement . 7 

The American Telephone & Telegraph Co. states that the Bell 
System organization and facilities lor furnishing telephone service 
lead the world and that the service itself has universal acclaim as 
being the best and most reasonably priced in the world. System-wide, 
coordinated engineering and standardization are alleged to be largely 
responsible for this enviable condition . 8 While the records examined 
do not disclose any factual support for the claim that Bell System 
telephone service is better and more reasonably priced than that fur- 
nished in any foreign country or by any independent telephone com- 
pany in this country, there is no doubt that the quality of service is 

f ood. American Telephone & Telegraph Co. records indicate that 
tell System engineers investigated the service in certain European 
cities and found the quality of service to be satisfactory on the basis 
of Bell System standards.® 

The opportunities afforded by centralization of engineering and 
manufacturing activities and system- wide standardization for advanc- 
ing the development of telephony and for improving service to the 
public are obviously substantial. Under centralized control over 
engineering and rigid standardization of apparatus, equipment and 
operating methods standards are developed as a result of the cumu- 
lative experience of the operating companies and of the work of a 
large group of specialists, whose entire time is devoted to improve- 
ments and cost reduction. The results of operating experience and 
of research and development are given Nation-wide application in 
the form of operating practices, methods, types of apparatus and 
communications systems, with information regarding their fields of 
use, all of which are made available to the operating companies. 
Thus in the Bell System the standardization function is performed 
by the general department of the American Co., which should be in 
the best position to determine what to standardize and when to 
standardize, since it has the opportunity to consider the common 
needs of the operating companies and to reflect the common experi- 
ences in technical developments. In the general department it is 
practical to maintain specialists on each individual phase of develop- 
ment and operation, whose duty it is to know the last word in their 
specialty. Studies and research can be conducted continuously, 
unhampered by the press of current operating responsibilities, and 

7 See affidavit of Harry P. Charlesworth, July 1934, introduced in the Wisconsin Commission case, 2-U-34 
(Federal Communications Commission Engineering Binder 700), pp. 5 and 6. 

* Brief of Bell System companies on the telephone investigation, pp. 01 and 63. 

• Report of committee on rotary machine switching system, Bell Telephone Laboratories File 3.012 (Fed* 
eral Communications Commission Engineering Binder, vols. 702 and 711). 
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continuous contact can be maintained with progress and inventions 
in the communications art the world over . 10 The types of apparatus 
and equipment resulting from this concentrated engineering effort are 
produced by the Western Electric Co., which functions as the manu- 
facturing department of the Bell System. The Western Electric Co. 
is controlled by the American Co., and it is claimed that Western is 
guided by policies directed toward supplying telephone apparatus of 
the highest quality at reasonable prices . 11 

The engineers of the special telephone investigation summarized 
the possible advantages of centralized control of engineering, stan- 
dardization, and manufacturing as follows : 12 

(1) Interchangeability of equipment unite and parts throughout the system, 
resulting in a reduction of supplies of spare and repair parts to a minimum, and 
the availability of the entire system's resources in case of local or national emer- 
gencies. 

(2) Interchangeability of personnel, resulting in the possibility of rapid shifting 
of Bell employees and trained specialists to any part of the country or to any 
location where standardized Bell System equipment and methods are in operation. 

(3) Uniformity of the national telephone service and the maintenance of a 
standard grade of telephone transmission in all parts of the country. 

(4) Economy in manufacturing by the Western Electric Co. through limitation 
upon the number of different designs and types of equipment which must be 
produced. 

(5) Control over changes in types of equipment or the displacement of older 
equipment by improved developments, thereby reducing the loss of plant invest- 
ment due to retirements of property on account of obsolescence. 

Possible disadvantages of centralized control of engineering } standardi- 
zation and manufacturing. — No facts have been disclosed by the special 
telephone investigation which would establish a quantitative relation- 
ship between the centralization of control of engineering and standard- 
ization for the Bell System and the universality and quality of tele- 
phone service rendered by the Bell companies. Electric and gas 
utilities have been centralized to a large extent under holding-company 
management, but in neither of these fields does a single company have 
a dominant position equivalent to that held by the Bell System in 
wire telephony. Where only a limited section of the national utility 
service is controlled by each holding company, the degree of success 
or failure in performance by the expert management in each holding 
company can be evaluated by comparing the operating results of its 
subsidiary companies with those of other similarly situated groups. 
In the case of the American Telephone & Telegraph Co., a holding 
company which is unique in the fact that it controls practically all of 
the industry operating its particular kind of utility service in the 
United States, there is no comparative check of the excellence of its 
central management. In utility fields other than telephone, manu- 
facturers competing for operating company business have carried on, 
to a large extent, the same type of research and engineering work 
which is performed in telephony by the American Telephone & Tele- 
graph Co. and the Bell Telephone Laboratories. Work of this charac- 
ter cannot be considered, therefore, as essentially characteristic of 
centralized control of an entire industry or public utility field. For 
this reason it appears to be impossible to obtain factual proof of the 
extent to which the centralized engineering and standardization of 

i® Brief of the Bell System Companies on the Telephone Investigation, p. 62. 

» Ibid., d. 81. 

See exhibit 2096-G, pp. 112 and 113. 
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the Bell System have been responsible for results, or that these results 
could not have been obtained equally well or perhaps better under 
competitive conditions between manufacturing organizations serving 
different and unrelated groups of operating companies. 

There can be no question that the results of centralized manage- 
ment, be it good or bad, are greatly magnified and expanded by appli- 
cation to a Nation-wide system. The concentration of authority 
over so large a utility makes possible the Nation-wide dissemination 
of practices which may be against the public interest, especially 
where this interest may be at variance witn that of the management 
and stockholders. The Western Electric Co., as a manufacturer of 
telephone apparatus and equipment, represents a large capital invest- 
ment, which must be protected, and an important source of revenue 
for the American Telephone & Telegraph Co. Because of the con- 
tinuing rapid development of the telephone art both within and out- 
side of the Bell System, opportunities may arise where the authority 
of the parent company can be exercised to protect its investment in 
Western and in the Bell System companies from loss due to the intro- 
duction of new and improved tvpes of equipment, and to increase 
system profits by limiting the telephone operating companies to the 
use of equipment manufactured oy Western under its patents or 
patent rights, to the exclusion of improvements developed by others. 
Centralized control over engineering, standardization and manufac- 
turing in the telephone industry may, in the opinion of the Investi- 
gation Staff, provide opportunities for the following acts: 

(1) Suppression of inventions and failure to follow up promising 
developments. 

(2) Failure to take advantage of improvements in the telephone 
art developed by others. 

(3) Installation of equipment of obsolete types during years 
when superior equipment was available from other manufacturers. 

(4) Sale to the associated companies of uneconomical and 
unduly expensive types of equipment developed by the parent 
company and manufactured by Western. 

(5) Advice or instructions to associated companies leading to 
the use of uneconomical types of equipment in order to avoid 
loss by the manufacturer. 

(6) Standardization of operating methods and operators 7 loads 
which requires the purchase of larger amounts of apparatus and 
equipment from Western and produces higher operating expenses 
than would be experienced if greater incentives existed for 
increasing operating efficiency. 

In the absence of any other telephone system with which the Bell 
System can be compared, an examination of the results of the American 
Co.’s decisions and policies which affect the quality and costs of 
their telephone service is of interest in relation to the question of the 
extent to which the American Co. management has met successfully 
the responsibility placed upon it by its concentrated control over 
substantially the entire national wire-telephone communications 
service. 
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Development and Standardization of Important Types of Telephone 
Plant and Equipment 

Information on the activities of the American Telephone & Tele- 
graph Co.’s departments of development and research and of operation 
and engineering and of the Bell Telephone Laboratories in the develop- 
ment engineering, and standardization of important types of tele- 
phone plant and equipment has been drawn from the files of the 
American Telephone & Telegraph Co. and the Bell Telephone Labora- 
tories and from affidavits of American Co. officials presented in rate 
cases, which described certain advances and improvements in the 
telephone art considered by them typical of centralized engineering 
activities. From these sources the following list of the more impor- 
tant Bell System developments in telephone plant and equipment 
has been compiled: 

Exchange cable development. 

Loading of cables and open-wire lines. 

Preservative treatment of timber. 

Contact metals. 

Desk stand and switchboard cords. 

Telephone repeaters and carrier transmission on toll lines. 

The hand telephone set. 

Manual central-office switchboards. 

Machine switching or automatic central-office systems. 

The significant facts with respect to each of these developments 
are set out in the following subtitles: 

Exchange cable development . — Telephone cables of the usual form 
now in use in the Bell System for exchange distribution consist of a 
lead-alloy sheath surrounding a large number of pairs of copper con- 
ductors, each wire being separated from all other wires by paper or 
pulp insulation. The development of telephone cables, carried on 
continuously by the American Telephone & Telegraph Co. and its 
predecessors since about 1888, has taken the form primarily of decreas- 
ing the size of wire and increasing the number of pairs of conductors 
contained in each sheath, of improving the insulation between wires 
within the cable, and of perfecting the composition of the lead-alloy 
sheath. The first cables contained but a few pairs and were insulated 
by various materials, such as rubber, gutta percha, and cotton, im- 
pregnated by various moistureproof compounds. These cables were 
useful for but short distances because of distortion of the speech 
sounds. Development of the present form of paper-insulated cable 
was begun about the year 1888. At that time only 50 pairs of 
18-gage wires could be placed in a full-sized cable sheath. In 1892, 
100 pairs of 19-gage wires was the limit in size. The use of 22-gage 
wires (having about two-thirds the diameter of 19-gage wires) began 
in 1901, when the 404-pair, 22-gage was manufactured. A 900-pair, 
22-gage cable became available in 1912. The use of still smaller 
wires, the 24-gage size, began in 1914 with the design of a 1,212-pair 
cable. The present form of 26-gage cable with 1,818 pairs in a full- 
sized sheath was first manufactured in 1928. The great economy of 
concentrating a large number of small-gage wires within a single 
cable sheath is apparent. The American Telephone & Telegraph Co.’s 
engineers have estimated the savings due to all of these improvements, 
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since 1912, at about $99, 000, 000. 13 This saving, to a substantial 
extent at least, has enabled telephone service extensions to be made 
into otherwise unprofitable territories. 

Loading of cables and open-wire lines . — Loading is a practical method 
for increasing the efficiency of transmission over telephone circuits by 
equipping them with inductance coils of special design spaced at reg- 
ular intervals, having a proper relation to the coil inductance and to 
the wave length of telephone currents. The commercial development 
of loaded telephone circuits started about 1900, following the inven- 
tion of the loading coil by Prof. M. I. Pupin, of Columbia University, 
in New York. The development of loading coils by the American Tel- 
ephone & Telegraph Co. has centered largely upon improvement in 
the material forming the core of the coil. The wire core first used 
was supplanted about 1915 by the iron-dust core, which was in turn 
displaced in 1926 by loading-coil cores made of permalloy, a nickel- 
iron alloy, discovered by the Bell Telephone Laboratories staff. The 
improvements in core material have resulted in increased efficiency 
and a great reduction in the size of loading coils . 14 The introduction 
of loading on open-wire circuits, after 1900, greatly expanded the eco- 
nomic range of open-wire long-distance telephone service, and reduced 
the costs of furnishing shorter-haul service by allowing the use of 
smaller gage conductors. Its subsequent use in cables continued the 
same effect and thereby contributed to the rapid extension of toll- 
cable facilities with improvement in the quality and reliability of 
service, resulting from the substitution of cable for open-wire facilities. 

Preservative treatment of timber. — The rapid deterioration of wooden 
telephone poles and cross arms has been an item of large expense to 
telephone companies. Extensive research has been directed by the 
American Telephone & Telegraph Co. for many years to the preserva- 
tive treatment of poles, cross arms, and wooden ducts for use in the 
telephone plant. As a result of tests carried on by the Bell Telephone 
Laboratories in the butt treatment of cedar and chestnut poles bv 
immersion in tanks and the complete treatment of pine poles with 
creosote, methods have been standardized by which from 15 to 20 
years have been added to the lives of cedar and chestnut poles; and 
yellow pine poles, which untreated could not be expected to give more 
than a few years’ service, can now be employed with prospect of 
physical lives of well over 30 years. 15 These increases in physical life, 
of course, have corresponding effects on the cost of rendering tele- 
phone service in those cases where the physical life of a pole controls 
its removal from service. 

Contact metals. — The making and breaking of electrical circuits, 
through which telephone currents pass, is accomplished by means of 
contact points, which deteriorate due to the formation of electric 
arcs when the circuit is broken. Contact metals for telephone cir- 
cuits have included such expensive metals as platinum and palladium. 
Development of less expensive metals and of improvements in design 
of the contacts by the American Telephone & Telegraph Co. and the 

11 See affidavit of Harry P. Charles worth, assistant chief engineer of the American Telephone & Telegraph 
Co., September 16, 1933, in the Wisconsin Telephone case, Wisconsin Telephone Co. v. Public Service Com- 
mission of Wisconsin, United States District Court for the Western District of Wisconsin. In Equity No. 
2193 jj>p. 259 and 260. 

« Ibid., pp. 260-263, 273. 

19 Ibid., p. 274. 
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Bell Telephone Laboratories has resulted in savings estimated by Bell 
System engineers at well over $50,000,000. 16 

Desk stands and switchboard cords— Improvements in materials and 
manufacturing processes in desk-stand cords have produced savings 
in cost estimated by American Telephone & Telegraph Co. engineers 
at about 25 cents per cord, applicable in the year 1933 alone to about 
2,000,000 cord outfits produced in that year. 17 

In switchboard cords substitution of tinsel for a steel conductor 
and improvements and economies in cord tips, dyes used for the braid, 
and in insulating material and processes have produced savings to the 
associated companies estimated by American Telephone & Telegraph 
Co. engineers to amount to over $5,000,000 per year. 18 

Telephone repeaters and long-distance carrier transmission. — Devel- 
opment of a successful vacuum-tube repeater between 1912 and 1915, 
which followed the invention of the three-electrode vacuum tube by 
Lee De Forest, made transcontinental long-distance telephony a com- 
mercial reality and laid the foundation for a subsequent broadening 
of the long-distance-telephone-service market. The savings, or cost 
reductions, due to the introduction of repeaters and carrier-current 
facilities, have never been computed and totaled by the American 
Telephone & Telegraph Co. Failure to present estimates of probable 
savings, or cost reductions, due to the repeater and carrier-current 
development may, perhaps, be due to the circumstances that repeater 
and carrier equipment has, until recently, been used predominantly 
by the long-lines department which has never participated in any for- 
mal rate proceedings. The later development of carrier transmission, 
whereby a number of messages can be transmitted simultaneously over 
the same conductors by the use of radio freauencies, has resulted in 
large savings in telephone pole, wire, and cable plant. 19 

The hand-telephone set. — It is not generally known that the hand- 
telephone form of instrument, recently reintroduced in the Bell Sys- 
tem, has been in existence in one form or another from the very 
earliest days of telephony. The original Bell hand telephone of 1876, 
when used alternately as transmitter and as a receiver, was in itself 
a hand-telephone set. Shortly thereafter patents were issued on 
hand-telephone sets consisting of two of these early Bell telephones 
mounted upon a common handle to serve the same purpose and with 
the same convenience objective inherent in the present-day type of 
hand-telephone set. In 1878 Robert G. Brown, chief operator of the 
Gold & Stock Telegraph Co. (w r hich was Western Union’s subsidiary 
competing with the Bell group for control over the telephone indus- 
try), invented the first hand-telephone set combining a battery trans- 
mitter and a magnetic receiver. The year following the Western 
Union contract of 1879, by which the Bell group took over the Gold 
& Stock telephone business, Brown went to Paris as electrical engineer 
for the organization then introducing telephone service in France, and 
introduced his hand-telephone set into the exchange which he helped 
establish. By 1882 Chief Engineer Bar thou, of the same organization, 

m These estimated savings, or cost reductions, affect the extent to which telephone service extensions 
can be made into otherwise unprofitable territories. See affidavit of Harry P. Charlesworth, assistant 
chief engineer of the American Telephone & Telegraph Co., Sept. 16, 1933, in the Wisconsin Telephone case, 
Wisconsin Telephone Co. v. Public Service Commission of Wisconsin , United States District Court for the 
Western District of Wisconsin, in equity, No. 2193, p. 278. 

if Ibid., p. 279. 

»• Ibid., jp. 280. 

i* A further discussion of repeaters and related instrumentalities will be found in cb. 8, supra, pp. 222-224. 
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had developed a lighter and simpler set which became popular with 
French telephone subscribers, and from that time on the hand-tele- 
phone set was considerably improved in appearance, size, and con- 
venience, and was installed in Europe generally. In this country, 
during the competition between the Bell group ana the Western Union, 

E rior to 1879, for control over the telephone industry, Western Union 
ad used Edison's transmitter, which operated on a microphonic rather 
than a magnetic principle, and was far superior to the original Bell 
instrument (quite similar to the present-day desk-stand-set receiver), 
which was used both as transmitter and receiver. The Bell group 
subsequently obtained and introduced the so-called Blake transmitter, 
also operating on microphonic principles. The Blake transmitter ap- 
parently was not so well adapted for hand-set use as the Edison 
transmitter. When the Bell group obtained control of Western 
Union's telephone equipment and installations, following the Western 
Union agreement of 1879, the Edison transmitters were retired and 
replaced by Blake transmitters, and the hand-telephone set was 
abandoned by the Bell group as a standard instrument for use in this 
country. 

Due to the requirements of the Army and Navy for a mobile set, 
the hand-telephone set continued to be the subject of some study by 
the American Co., but it was not until 1903 that hand-telephone-set 
development work again was undertaken on a comprehensive scale, 
under the aggressive leadership of Hammond V. Hayes, then chief 
engineer of the American Co. At this time independent telephone 
operating companies were in the ascendency and independent tele- 
phone manufacturers were offering hand-telephone sets for introduc- 
tion into service by the independent group. Late in 1903 the first lot 
of Bell System hand-telephone sets was manufactured and deliveries 
to the associated companies began in 1904. At that time the Ameri- 
can Co.'s patent attorney, T. D. Lockwood, gave his opinion that the 
combination of a transmitter and receiver in a single appliance was old 
and well known in the art and that the construction was not patentable. 

During 1904 the associated companies were asked for their opinion 
as to the desirability of this set and out of the 24 replies received 20 
were commendatory, while 3 questioned the desirability of intro- 
ducing this type of equipment. Of these three, one was from John J. 
Carty and another was from U. N. Bethell, both of the New York 
Telephone Co. By the following year manufacture of this type of 
instrument by Western Electric had been approved and an order of 
1,000 sets was placed in production on an experimental basis. The 
delivery of early models of this set accelerated the demand for them 
by associated companies, several of which were particularly insistent 
upon obtaining this type of equipment. Subsequent minor produc- 
tion difficulties w~ere eliminated and by the end of 1906 Western was 
prepared to produce these sets on a quantity basis. By July 31, 
1907, 3,020 hand-telephone sets had been shipped to Bell System 
associated companies by Western. 

Reorganization of the American Co.'s management occurred during 
the early part of 1907, 20 and in April of that year Theodore N. Vau 
replaced Frederick P. Fish as president of the company. Vail made 
drastic changes in the organization and personnel of the American 

n This reorganisation and change in control of the American Co.'s management is deecribed more in detail 
in ch. 4, pp. 91-93. 
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Co.’s engineering departments, replacing Chief Engineer Hammond V. 
Hayes with John J. Carty, who had been one of Vail’s associates during 
his early connection with the Bell System. The day following his 
appointment as chief engineer, J. J. Carty took immediate and forceful 
steps to prevent the general introduction of this new form of hand- 
telephone set and eventually called in or replaced most of those 
instruments which had been developed and introduced by his prede- 
cessor. 

The introduction of the mechanical repeater, and later of the 
vacuum-tube repeater (between 1912 and 1913), emphasized the unfav- 
orable reaction on telephone transmission efficiency and intelligibility 
of certain distorting effects inherent in the basic design of the trans- 
mitter and receiver types which had been in use since about 1895. 
This led, in 1915, to the consideration 21 of the effects of “quality” on 
the efficiency of communication. This consideration involved (1) the 
determination of the amount of distortion in different parts of the 
complete circuit, including the transmitters, repeaters, circuits, and 
lines; (2) the development of a method of determining experimentally 
the effect of a given amount of distortion on intelligibility. 22 Prelimi- 
nary studies showed that very substantial savings in the costs of other 
parts of the plant could be effected by relatively slight improvement 
m the efficiency of telephone instruments, 23 and by 1917, it had been 
determined that most of the distortion of quality in subscribers’ loops 
occurs in the transmitter and receiver. 24 

Subsequent studies showed by 1917 that the quality requirements 
essential for the desired improvements in transmission would necessi- 
tate a rather thoroughgoing redesign of the transmitter structure with 
radical changes. 24 At that time it also became evident that this 
redesigning would involve the transmitter, receiver, and substation 
circuit, and the possibility of great savings as a result of redesign of the 
exchange cable plant. 26 The work carried on in connection with this 
development suggested possibilities in connection with the develop- 
ment of a hand set to replace or supplement the existing wall set and 
desk-^stand types of instrument, because the hand-set form would 
control the separation between the mouth of the speaker and the 
transmitter, and would avoid the degrading effect on transmission of 
the increase in this separation incident to subscribers’ use of the older 
forms. 27 The control of the speaking distance in the hand-telephone 
set makes possible the control of many other variables of importance 
in the design of efficient and economical telephone communication 
systems. 


** See exhibit 293, p. 60, fif. for detail history. 

* Bell Telephone Laboratories, Inc., joint operation and engineering and development and research file 
No. 2925, vol. 1A, entitled “Speech Characteristics," memorandum entitled “Comments Concerning 
Conference of Messrs. Osborne, Colpitts, Jones, Arnold, and Frederick," dated March 20, 1915. 

» Bell Telephone Laboratories, Inc., case file No. 30943-1, vol. A. 

M Bell Telephone Laboratories, Inc., operation and engineering file No. 3286, entitled “Uniform Trans- 
mission," vol. I, memorandum for file by H. S. Osborne, dated August 7, 1917. 

8 Bell Telephone Laboratories, Inc., case file No. 30943-1. vol. A, entitled “Improved Substation Trans- 
mitters," memorandum Chief Engineer E. B. Craft to C. R. Barney, dated July 12, 1917. 

N Bell Telephone Laboratories. Inc. , operating and engineering file No. 3286, entitled “Uniform Trans- 
mission," vol. I, memorandum Bancroft Gherardi to F. B. Jewett, dated August 31, 1917. In 1917 Mr. 
Jewett was assistant chief engineer of the American Telephone & Telegraph Co.; at the present time (1936) 
Mr. Jewett is president of the Bell Telephone Laboratories, Inc. In 1917 Mr. Gherardi was plant engineer 
of the American Telephone & Telegraph Co.; at the present time (1936) Mr. Gherardi is vice president of 
the American Telephone A Telegraph Co. 

> 7 Bell Telephone Laboratories, Inc., operation and engineering, development and research file No. 3567. 
entitled “Development of Improved Substantion Apparatus," memorandum by H. 8. Osborne, dated 
April 27, 1918. Bell Telephone Laboratories, Inc., case file No. 30944, “Case Closing 8urvey Report" 
dated December 31, 1928. 
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Western devoted continuous effort toward the development of a 
hand telephone set from 1917 until about 1924, when the development 
effort was accelerated by offers of hand telephone sets made by small 
independent concerns in this country for purchase and attachment 
by Bell System subscribers. Subsequently, Western completed a 
preliminary model which was placed in operation in the offices of 
major executives of the American Co., whereupon it was discovered 
that the instruments as then developed became inoperative when held 
in certain positions. The instrument was redesigned under consider- 
able pressure and was first made available for introduction into asso- 
ciated companies , plants in 1927. This early hand telephone set 
developed structural defects and by 1934 its transmitter was rede- 
signed, in its present form. In the meantime, however, excessive 
maintenance expenses were caused by the defective transmitters, 
and heavy obsolescence costs were incurred on account of early 
replacement of the large number of handsets of the older design, which 
had been standardized and introduced into the associated companies' 
plants. The antisidetone circuit is an arrangement whereby the 
transmitter, receiver, and associated apparatus of each station are 
so connected as to restrict, as much as possible, the effect of sounds 
entering the transmitter of a station on the receiver of the same 
station. 28 

Complete patent control over the antisidetone circuit 29 has been 
held by the Bell System since 1890, when the fundamental patent was 
purchased. This early patent protection was strengthened at inter- 
vals by additional patents secured by the Bell System on improve- 
ments. In the period 1904-6, Dr. Campbell, of the American Co., 

E roved mathematically that the desirable antisidetone feature could 
e obtained in circuits which were electrically just as efficient as those 
then in use by the Bell System. Despite acknowledgment by Bell 
System engineers of the greater desirability and superiority of the 
antisidetone circuit, no development work, to adapt it for use on sub- 
scribers' stations, was undertaken until some 10 years later, about 
1916. The early development work included studies to determine the 
possible alternative circuits, on all of which the Bell System applied 
lor patents, which were issued in 1918. Dr. Campbell's mathematical 
analyses were verified experimentally and antisidetone circuits were 
developed and installed with success on telephones used by Bell 
System central office operators. This desirable improvement was not 
standardized by the American Co. for use by the public until 1937, 
as a feature of the new combined set. The antisidetone circuit has 
been obtainable on special order at an increased price since 1934. 
Independent telephone manufacturers had been able, apparently with- 
out mfringing Bell System patents, to make subscribers' sets using 
antisidetone circuits commercially available for use in subscribers' 
equipment since 1925. 30 

The combined handset, 31 in which the auxiliary equipment and cir- 
cuits otherwise enclosed in a separate housing, or Bell box, on the 

m Bell Telephone Laboratories. Inc., case file 30943-1, vol. C, entitled “Improved Substation Trans- 
mitter,’' memorandum from H. F. Dodge to C. R. Moore entitled “Improved Substation Transmitter,” 
dated December 7, 1921. 

»• Sidetone may be described nontechnically as the sound which occurs in the subscriber’s receiver as a 
result of sounds entering his own transmitter. Sidetone is undesirable both because of its annoying effect 
upon the subscriber and because of other effects upon the economy of telephone transmission. 

»« See exhibit 2096-0. p. 139. 

« Also called “bell-in-the-base’’ handset or “monophone.” 
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subscriber’s premises is contained in the handset mounting, has been 
in use in Europe ever since the beginning of telephony. This form 
of subscriber station apparatus was made commercially available in 
America by an independent manufacturer 32 in 1925. Shortly there- 
after, similar sets were put on the market by other independents. 
The American Co. began the introduction of the combined handset 
to Bell System subscribers in 1937, or 12 years after this form of set 
was available on the independent market. No systematic replace- 
ment of the old type handset with separate bell box, most of which 
have been installed since 1928, is contemplated, and it is anticipated 
by the company that the old form of instrument will continue to serve 
Bell subscribers until removed in the course of the normal conduct 
of business. 33 

Manual central-office switchboards . — The earliest central-office switch- 
boards were of the magneto type, wherein current for the transmitter 
was supplied by batteries located at the subscriber’s premises, and 
signaling was performed by turning a crank on a magneto generator. 
Switchboards of this type have been furnished to the licensee com- 
panies by the Western Electric Co. since 1880. The common battery 
manual system, wherein the electrical current required for signaling 
the operator and for actuating the transmitter m the subscriber’s 
instrument is supplied from the central office, is in use today in most 
of the larger cities in the United States, which have not been con- 
verted to automatic operation. The first manual multiple common 
battery switchboard of the type now known as the Western Electric 
No. 1 was installed at Louisville, Ky., in 1897, and was thereafter 
used as the standard Bell System manual equipment for all large 
exchanges until it was superseded by the standardization of the No. 
11 switchboard in 1924 for use in manual-office areas, and at earlier 
dates by the panel and step-by-step machine switching equipment 
for use in dial office areas. 34 The major improvement m the No. 1 
switchboard for the smaller multi-office and single-office exchange 
areas, developed between 1908 and 1916, consisted in the application 
of keyless machine ringing of the called party from the subscriber’s 
switchboard. Switchboards containing this improvement were stand- 
ardized in 1916 as the No. 1-C switchboard. The improved No. 1 
switchboard is still manufactured by the Western Electric Co. for 
additions to existing offices. 34 

About 1914 independent telephone manufacturers introduced a 
so-called “feature” manual switchboard which combined a number 
of operating features which individually and alone were found scat- 
tered throughout the prior art. This switchboard was a great im- 
provement over the type of manual central office equipment then in 
use in the Bell System, 36 and was capable of average traffic loads 
considerably greater than those carried by types of manual equip- 
ment then available. 87 The American Co. did not begin a serious 

»* The Automatic Electric Co. of Chicago. See exhibit 2096-G, p. 139. 

m American Telephone & Telegraph Co. comments on exhibit 2095-0, vol. 37, p. 60. 

« Other types of manual common battery switchboards, such as the No. 8, No. 9-C, No. 9-D, and No. 10 
are adaptations of the No. 1 type to exchanges of various sizes. Although they contain minor modifications, 
their operation Is essentially the same as that of a No. 1 switchboard. These switchboards have been 
superseded by the No. 11 and No. 12 switchboards for new installations. 

»» Information transmitted by the American Telephone & Telegraph Co. to the Federal Communications 
Commission with letter of Keith 8. McHugh, assistant vice president, dated August 5, 1936, contained in 
binder No. 700 in the Federal Communications Commission files. 

“ See opinion of the district court in the case of Kellogg Switchboard and Supply Company v. Michigan 
Bell Telephone Co. and American Telephone and Telegraph Co., in Equity No. 4459, United 8tates District 
Court, Eastern District of Michigan, Southern Division, quoted in part in exhibit 2096-G, pp. 143-146. 

V See exhibit 2096-G, pp. 141-170. 
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investigation of the combined advantages of the “feature” switch- 
board until about 1921 and did not make this improved type available 
to its controlled associated companies until 1924, or 10 years after 
it had been made available by independent manufacturers. Since 
1914, the Bell System associated companies, operating under the 
control and in accordance with the standards prescribed by the 
American Co., have purchased from Western over 900 switchboards 
of types rendered obsolete 38 by the more economical switchboards 
then available from independent manufacturers. 

Machine switching or automatic central office systems . — Systems 
employing mechanical devices for central-office switching or the estab- 
lishment of connections between telephone subscribers have been 
contemplated since the earliest days of telephony. In 1879, within 
3 years after the first telephone was patented by Bell, an automatic 
switching system was devised by Daniel Connolly, T. A. Connolly, 
and J. T. McTighe, but was not practically successful. In 1889 
Almon B. Strowger invented the device wdiich developed into a suc- 
cessful automatic switching system and which has been used exten- 
sively all over the world under the name “Strowger” or “step-by- 
step” equipment. Since that time mechanical switching schemes 
have received considerable attention from numerous inventors and 
many systems have been proposed. 

In general, the automatic systems which have been successfully 
exploited and which have had extensive application can be classified 
according to the types of equipment and circuits employed: 39 

1. Systems employing electromagnetic switches. 

2. Systems employing selectors operated from a continuous power 
drive. 

3. Systems employing relays predominantly. 

The first practical system of automatic switching, the Strowger 
or step-by-step system, employs electromagnetic stepping switches. 
This system is primarily the development of the Automatic Electric 
Co. of Chicago and its predecessors. The fundamental switch pres- 
ently employed is one having a vertical and rotary movement. The 
principal companies which manufacture equipment of this type are 
the following: Automatic Electric Co. of Chicago; Automatic Tele- 

E hone Manufacturing Co., Ltd., of Liverpool, England; Siemens and 
[alske, of Berlin, Germany; Siemens Bros. & Co., Ltd., of Woolwich, 
London, England; and the Western Electric Co. 

The principle of employing switches actuated by shafting from a 
continuous power drive was first employed in the “Lorimer” system 
This system, however, was not extensively used. The “panel” and 
“rotary” systems employing continuous power drive have been 
manufactured principally by the Western Electric Co. and Inter- 
national Stanaard Electric Co., respectively. The sequence of 
operations in the panel system is much the same as in the rotary 
system. 

The all-relay automatic system was developed by the North Electric 
Manufacturing Co. of Gabon, Ohio, and its predecessor and was put 
on the market in 1918. The coordinate system developed by the 
Swedish Telephone Administration and the Western Electric crossbar 

** Equipment is here termed obsolete if there is available at the time in question equipment of improved, 
design which will give better service at no greater cost, or will give equivalent service at lower cost. 

* Several systems have also been devised which employ a combination of several of these principles. 
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system also fall in the classification of systems employing relays 
predominantly. 

Step-bystep automatic system . — Many early installations of step- 
by-step automatic equipment were made by independent telephone 
companies in this country and by foreign telephone systems. The 
American Telephone & Telegraph Co. first became actively interested 
in step-by-step systems in 1912. Many successful independent 
step-by-step exchanges had been in operation since 1904. The early 
installations included Grand Rapids, Mich. ; Columbus, Ohio; West- 
erly, R. I.; Lincoln, Nebr.; Defiance, Ohio; and St. Paul, Minn.; 
and the Bell System itself obtained experience with a number of 
step-by-step offices acquired from independent companies after 1912. 
In 1915 the Bell System owned and operated 91,000 stations of step- 
by-step plant . 40 The step-by-step system, however, was not stand- 
ardized by the American Telephone & Telepraph Co. until 1919, 
when its use was authorized for small multioffice and single-office 
cities of the Bell System . 41 

In 1922 an additional type of switch for use with the step-by-step 
system, known as the ‘'director”, was developed by the Automatic 
Electric Co. of Chicago. The addition of the director made practical 
the use of the step-by-step system in large multioffice-exchange 
areas, and it has been installed in London, England, and Habana* 
Cuba. The use of the director in connection with step-by-step 
systems has not been adopted by the American Telephone & Tele- 
graph Co. 

About 1916 independent telephone manufacturers had developed 
a so-called “unattended” automatic exchange which was designed 
to improve service and reduce operating expenses in small com- 
munities . 42 These exchanges were of the step-by-step type, manu- 
factured by the Automatic Electric Co., and of the all-relay type, 
manufactured by the North Electric Manufacturing Co., of Galion,. 
Ohio. Although these types of exchanges have been used extensively 
by independent telephone companies since 1916, the American Co. 
did not make this type of central-office equipment available to the 
controlled associated companies until 1930, or some 14 years after this 
development had been in use by independent operating companies. 
The Bell System companies for the last few years have been pursuing 
an active program of replacement of small manual magneto ana 
common battery central offices with unattended automatic equipment 
where conditions were suitable. Investments in manual central- 
office equipment at locations suitable for unattended dial operation 
were made by Bell System companies during the 14 years after the 
unattended automatic exchange equipment was available on the open 
market. 

The so-called cordless or “semiautomatic” toll board and “direct 
dialing” by subscribers over toll lines, using step-by-step automatic 
equipment, were made commercially available by the Automatic 
Electric Co. about 1928. The Bell Telephone Laboratories is working 
on the application of these improvements to the Bell System plant, 
and subscriber toll dialing is now used to a limited extent. The intro- 

* American Telephone & Telepraph Co. comments on exhibit 2096-0, vol. 37, p. 80. 

« The American Co. had previously expected to use panel equipment for all central offices in which dial 
equipment was justified, but by this time had concluded from cost studies that it would be uneconomical 
for use in the smaller multioffice and single-office areas. 

«* See exhibit 2C96-G, pp. 180-195. 
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duction of improved automatic types of toll equipment into the Bell 
System plant will either be delayed or be rendered more costly by the 
existence of large recent investments in the older forms of manual 
toll boards. Many of these toll boards were purchased from Western 
and installed in the Bell System plant after the improvements had 
been developed by the independent manufacturer and were available 
in the open market for purchase by Bell System associated com- 
panies. 43 

Panel-type automatic central-office equipment. — About 1900 the 
American Telephone & Telegraph Co. began the active investigation 
of automatic switching of telephone connections. This work was 
carried on in collaboration with the Western Electric Co., and two 
systems were developed, the rotary and the panel. The fundamental 
switch employed in the rotary system has, as its name implies, a 
rotary movement only. In the panel system the fundamental switch 
is one which has a vertical movement only, the selector moving over 
contacts arranged in a flat bank or panel, from which is derived the 
name of the system. 

The development of the rotary type of switch proceeded somewhat 
faster than the panel type, and a trial installation of the rotary 
system was made by the Western Electric Co. in 1910. In 1911, due 
to competition encountered by the Western Electric Co. in its Euro- 
pean sales from manufacturers of automatic and semiautomatic 
equipment, the Bell management decided to begin the manufacture of 
automatic equipment in Europe but continued to recommend manual 
operation in the United States until 1917. The manufacture of the 
rotary type of equipment was transferred to the European branch of 
the Western Electric Co. in 1911, and further development, sale, and 
use of this equipment have been outside the United States. 44 

The development of the panel dial central-office equipment was 
continued by the American Telephone & Telegraph Co. and the 
Western Electric Co. in this country. It has been used so extensively 
by the Bell System in the larger cities of the United States and forms 
such a large part of the total Bell System investment that a rather 
detailed presentation of the facts and factors leading to its adoption 
by the American Telephone & Telegraph Co. appears to be warranted. 

American Co. managements early decision upon a panel-dial pro- 
gram. — Prior to 1917, when panel dial was adopted for use in all 
larger cities, 45 the experimental work and field trials of the panel- 
type automatic equipment took the form of semimechanical operation, 
in which the dialing operation now performed by the subscriber was 
done by the telephone operator. Trial installations of this kind 
made in several New Jersey central offices indicated that this method 
would prove too costly for general use, and effort was directed there- 
after to effecting full automatic operation. 

Proposed standardization of panel-dial equipment was discussed at 
an executive conference of the American Co., held in November 1916, 
and it was announced at the general engineering conference of the Bell 
System, held the following month, that full mechanical equipment had 
been perfected and was available for all but the largest cities, 46 for 
which semimechanical operation was thought more suitable. 


« See exhibit 2096-0, p. 298. 

44 See exhibit 2096-G, pp. 66 and 67, and American Teiephone & Telegraph Co. comments on exhibit 
2096-G, vol. 37. p. 79. 

44 See exhibit 2096-G, p. 209. 

49 The use of full mechanical equipment in the larger cities was excluded at that time because of antici- 
pated dialing difficulties. 
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The decision to adopt panel-type full automatic equipment resulted 
from a comparative cost study which apparently indicated that it 
could be operated at lower cost than the manual system. The Bell 
System was committed initially to the panel-dial program on Sep- 
tember 13, 1917. At that time U. N. Bethell, senior vice president of 
the American Co. advised John J. Carty, chief engineer of the Ameri- 
can Co., of President Vail’s approval of his recommendation, that 
Western make preparations 47 for the production of panel equipment 
to the extent of 100,000 lines of full mechanical central-office equip- 
ment and 10,000 lines of private-branch-exchange mechanical 
equipment annually. 

The more important cost comparisons which were before the Ameri- 
can Telephone & Telegraph Co. executives at the time of their decision 
to adopt panel equipment contain the following estimates: 48 


American Telephone and Telegraph Co. estimates of panel-dial and majiual central- 
office equipment costs made during the period lf)12-18 


Year 

Study 

Cost r 
cqul 

Panel dial 

>cr line 
pped 

Manual 

1912 

Single-office area. . . . . . 

$18. 83 

$14 87 


Multioffice residential area . 

19. 7b 

16.05 


Multioffice business area 

27. 75 

25.06 

1915 

Murray Hill office, New York . . . 

50.27 

35. 87 

1916 

Multioffice area 1 ;: 




Murray Hill office, New York 

61.00 



Audubon office, New York . . .. 

45.00 



Rector office. New York . - 

64.00 



Main office, Milwaukee 

48. 00 



Kilbourne office, Milwaukee . 

38.00 



Single-office areas. 




3,000-line office. 

41. 13 

21.00 


5.00<Vline office 

36. 70 

20. 40 


10,500-line office 

35. 98 

23.38 


The effects of increased labor and material costs and changes in 
design were apparent in 1920 when on October 29 Western furnished to 
the American Telephone & Telegraph Co. for the first time detailed 
prices of panel-type automatic apparatus and equipment. The 
average price for panel equipment for 24 central offices was raised to 
$131 per line, and for the equivalent manual equipment to $62 per 
line. 49 This amounted to an increase of about 82 percent for the panel 
dial and about 48 percent for manual over the 1916 prices upon which 
the adoption of the dial-conversion program was based. 

In comparison with manual central-office equipment, a panel-type 
automatic central office is more expensive initially, requires more 
costly buildings, and is more expensive to maintain. These higher 
costs tend to be offset by reductions in traffic expenses due to auto- 
matic operation, which eliminates a large number of the telephone 
switchboard operators required for manual-exchange operations. 
The approval for the manufacture of 100,000 lines of panel equipment 
annually was based upon estimated annual savings for automatic as 
compared with manual equipment of $5 per line per year on the basis 
of 1916 wrage schedules and $7 per line per year if operator’s wage 

< r Manufacturing preparations include acquisition and installation of the highly expensive machine tools 
required for continuous mass production. 

« See exhibit 2096-0, pp. 245 to 262, inclusive. 

« See exhibit 2096-0, p. 223. 
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rates were later increased by 25 percent. 50 According to this estimate 
the increased profits made available by traffic savings under this pro- 
gram, over and above increased maintenance, depreciation, and inter- 
est on additional investment, would amount to a total of $26,905,000 
during the period 1919 to 1926, inclusive. Plans for the panel-dial 
program took shape rapidly. It was estimated in 1919 that 15 years 
would be required to complete the change from manual to panel-type 
automatic central-office equipment in multioffice areas, and the 
Western Electric Co. was authorized to prepare for the production of 
260,000 lines per year. 

There is evidence that shortage of operators and high wages due to 
war conditions in 1918 and 1919 caused the plans for automatic opera- 
tion to be pushed more rapidly than might otherwise have been the 
case. The original decision to adopt panel-type, full mechanical 
equipment was made before the serious employment difficulties 
developed, and the first installations were not completed until after 
the emergency had passed. The situation in the Middle West is 
indicated by letters exchanged between Mr. B. E. Sunny, president of 
the various companies comprising the central group of Bell Telephone 
companies, and the American Telephone & Telegraph Co. officials 
following a conference in New York in January 1919, where the 
machine-switching program for Chicago was discussed. On March 28, 
1919, Mr. Sunny wrote Mr. Thayer, then vice president of the Amer- 
ican Co., in part as follows: 51 

When I took up the matter of equipping Detroit with machine-switching 
apparatus with Colonel Carty about a year and a half ago, he expressed no 
opinion as to the advisability of such a course but said that it could be furnished 
us if we wanted it. I did not find that any of the executive officers in New York 
were in favor of the plan, and as my own people were against it, I dropped it. 

The stress of the war condition expressed by the shortage in operators and high 
wages evidently brought the subject up again, and the policy that you outlined in 
January was no doubt largely influenced thereby. There is now a marked change, 
and we are getting back experienced operators and will soon have only the question 
of wages to deal with. In Cleveland, because of the falling off in traffic of 40 
percent due to the adoption of measured rates, we will close the operators' school 
on the 1st of April. In Chicago we have 100-percent force, and the quality is 
improving every week. The same situation no doubt prevails pretty much all 
over the country. The ending of the war and measured rates in place of flat rates 
will relieve many of the bad situations. 

When we took up the semimechanical, we tried it out in two offices in Newark, 
with the result that the engineers say that it has not proven In. It would have 
been a great disappointment if, instead of limiting the experiences to Newark, 
similar installations had been put in in half a dozen or more cities. 

I think we should proceed in the same deliberate way in this ease, rather than on 
a plan that is un-Bell and, I am afraid, unsafe. If we attempt to jam it through we 
may find ourselves in serious difficulty in several important communities at the 
same time, with the result that we might be able to keep in service sueh machine 
switching as had been already installed but could proceed no further. 

Mr. Thayer's answer to Mr. Sunny of April 28, 1919, recites the 
claimed advantages and economies of panel equipment and contains 
the following statement: 62 

We have recognized your lack of sympathy with this program, and it has given 
us, and is giving us, some uneasiness about the Chicago situation. 

The difficulty, which we see and appreciate, is in introducing a new type of 
service in Chicago for which we want the approval of the Chicago public under 
an administration of the Chicago Telephone Co. whieh does not $ve it its un- 

» See exhibit 2096-0, p. 210. 
u See exhibit 2096-0, pp. 214 and 215. 
a See exhibit 2096-0, p. 216. 
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qualified approval. There is no doubt in our minds as to the correctness of the 
program we have urged. There is no doubt in our minds but what it is possible 
to make the change with the approval of the Chicago Public. We hope that you 
will be able to satisfy yourself and the board, and at the right time the public, 
that the proposed program is the right one. 

Mr. Sunny wrote Mr. Thayer on May 23, 1919, acknowledging the 
American Telephone & Telegraph Co.’s decision to use panel equipment 
in Chicago, as follows: 53 

If the decision of the American Telephone <fe Telegraph is that machine switch- 
ing shall be used in Chicago, the representatives of our commercial department 
ought to go to New York right away and take up a number of difficult problems 
that seem to arise in connection with the four-party coin-box service. * * * 

Results erf early installations of panel-dial equipment . — Detailed speci- 
fications for the first complete panel-dial central office which was to 
replace the existing Douglas-Tyler central office in Omaha, Nebr., were 
supplied to the Western Electric Co. on March 20, 1918. Approval of 
this installation was based upon an estimated cost to the associated 
company of $79 per line for 13,920 lines 54 and an estimated annual 
saving as compared with manual operation of $4.90 per line. 55 The 
actual installation was not started until 1920 because of national con- 
ditions. During the period from 1918 to 1922 prices of raw materials 
and wage rates increased rapidly. This condition, together with addi- 
tional equipment, which it was found was required to make panel-dial 
central offices operative, and original underestimates of costs to the 
associated companies resulted in considerable differences between 
originally estimated costs and costs actually incurred by the associated 
companies for completed installations. For instance, the American 
Telephone & Telegraph Co.’s original estimate for the Omaha office 
prepared in 1918 provided for 13,920 lines at a cost, to the associated 
company, of $1,096,000, or an average of $79 per line. In 1920, it 
was estimated that Western’s price would amount to $111 per line. 
Western reported a final cost, exclusive of any profit, on the Omaha 
job of $179 per line, or just $100 per line more than the cost, to the 
associated company, estimated in 1918 by the American Telephone & 
Telegraph Co. The Western Electric Co. billed the Northwestern 
Bell Telephone Co. $1,895,000 for 13,494 lines installed, or $141 per 
line, and reported a manufacturing loss of $517,000, or $38 per line. 
The Northwestern Bell Telephone Co. paid for the Omaha equipment 
78 percent more than the pnee originally estimated. 

This difference had a serious effect upon the estimated savings per 
line which had been anticipated from the substitution of panel-dial 
equipment for manual equipment in the Douglas-Tyler office. After 
the panel-dial equipment was working satisfactorily, the chief engineer 
of the Northwestern Bell Telephone Co. concluded that instead of a 
saving of $4.90 per line per year, or a total saving for the period 1923 
to 1926 of $265,000, a loss would result from the use of panel-dial in- 
stead of new manual equipment in replacing the Douglas-Tyler office 
amounting to approximately $14 per line per year, or a total loss from 
1923 to 1926 of approximately $750, 000. 56 

While the Omaha central office was the first panel-dial machine- 
switching equipment to be put into service, other offices were being 

«* Ibid., p. 217. 

m See American Telephone <fc Telegraph Co. operation and engineering department file 3415, vol. 1, p. 39?* 

* See exhibit 2095-0, pp. 224 and 225. 

•Ibid. 
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installed, on which the amount billed the associated company and the 
Western Electric Co. calculated cost materially exceeded the estimated 
prices upon which the use of panel-dial equipment had been approved. 
For example, the American Telephone & Telegraph Co. estimated in 
1919 that the cost, to the New York Telephone Co., of 7,000 lines of 
panel-dial equipment for Academy office, New York City, would 
amount to $553,000, or $79 per line. Installation work was in prog- 
ress during the period from 1920 to 1922. Western billed the New 
York Telephone Co. $1,142,000, or $171 per line, for 6,700 lines in- 
stalled, and reported a net loss of $460,000, or $69 per line. This cost 
per line to the Western Electric of this office was therefore over 300 
percent of the price to the New York Telephone Co. estimated by the 
American Telephone & Telegraph Co. in 1919. 57 Other early installa- 
tions of panel-dial equipment were made at Seattle, Wash., where three 
small central offices were placed in service early in 1923. The Ameri- 
can Co.'s estimated price to the Pacific Co. for this installation was 
$549,000; the Pacific Co. was billed $883,000, representing anjincrease 
of 60 percent over the estimated price; Western Electric's calculated 
loss was $504,000, nearly equal to the original estimate; the total cal- 
culated cost, again excluding any profit to Western, was $1,387,000, or 
a little over 250 percent of the price originally estimated by the 
American Co. For all panel offices completed prior to December 31, 
1923, Western billed the associated companies $26,253,000. Western 
reported costs for the offices, exclusive of any profit, amounting to 
$35,575,000, or 136 percent of the billed price. 

In addition to the Bell System associated company installations 
described above, one independent telephone operating company be- 
came involved in the American Co.'s program of installation of panel- 
type central-office equipment. 

The Kansas City Telephone Co., an independent owned by Theo- 
dore Gary & Co. which also owns the Automatic Electric Co., had 
acquired the Southwestern Bell Telephone Co.'s property in Kansas 
City in August 1919, after the latter had placed an order with W 7 estem 
for panel-type machine-switching equipment. The Kansas City Tele- 
phone Co. demanded that the equipment be furnished at the original 
price ($95 per line) stipulated by Mr. Gherardi of the American Co. 
in connection with the sale of property, and refused to pay Western 
the amount which it had billed the company, approximately $172 per 
line. The resulting controversy was finally settled when, in 1924, the 
Southwestern Bell Telephone Co. repurchased the Kansas City prop- 
erty, and the dial equipment under discussion became a part of the 
latter's plant. Western Electric Co. equipment was billed at slightly 
more than $180 per line for this office and Western reported a cost 
(without profit) of approximately $230 per line. The critical analysis 
of this installation, made by the independent management which re- 
fused to accept the program, was so much in contrast with the general 
attitude of the American Co.'s controlled associated company manage- 
ment that it is of interest to include quotations from a significant 
letter indicating resistance of the management of an independent tele- 
phone-operating company against an increase above a previously 
stipulated figure. H. L. Harris, vice president of the Kansas City 
(independent) Telephone Co., wrote Mr. J. D. Kennedy, merchandise 

n Ibid., p. 229. 
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manager of the Western Electric Co., a letter date IMarch 30, 1922, 
from which the following is quoted: 58 

At the time the Kansas City Telephone Co. acquired the Southwestern Bell 
Telephone Co.’s property in Kansas City (August 1, 1919), the Southwestern Co. 
had an order with the Western Electric Co. for panel type machine switching 
equipment totaling 5,890 lines, covered by Western Electric order No. 862050 
and being constructed in accordance with Western Electric specifications No. 
7891, dated June 29, 1918. 

As this unit of machine switching equipment had been engineered for the re- 
placement of the then existing main (manual) office of the Bell System and as the 
Kansas City Telephone Co. in acquiring both the Bell and the Home properties 
in Kansas City with the intent to merge them into a single system, there de- 
veloped the question of the adaptability of this mechanical unit for the merged 
system. 

Mr. A. F. Adams, president of this company, was given the option of canceling 
the order for this mechanical equipment by paying a cancelation charge to be 
agreed upon or to assume it. In the determination of this question the matter 
of price of the equipment was naturally involved and was discussed by Mr. 
Adams with various of the Bell officials, the last discussion being with Mr. 
Ghcrardi, of the American Telephone & Telegraph Co., and Mr. E. D. Nirns, 
president of the Southwestern Bell Telephone Co., and the net result of their 
discussion was that Mr. Gherardi assured Mr. Adams that the pi ice of this equip- 
ment would not exceed $95 per line, and, on the basis of this price, it was then 
considered that the mechanical equipment could be economically installed in the 
combined Kansas City network and that, following the merger, it would be pos- 
sible to procure a rate structure which would support the equipment cost on this 
basis. 

Mr. Adams and the other officers of the company, therefore, agreed that the 
Kansas City Co. would assume the order and also that the order would be ex- 
panded into a full 10,000-line unit. The making up of the estimates and specifica- 
tions for the additional equipment to expand the installation to a full unit was 
done by the general engineering staff of the Southwestern Bell Telephone Co., 
under Mr. W. O. Pennell, their chief engineer’s direction, and the price used in 
setting up the estimate was on the basis of $100 per line, which he apparently 
considered adequate and sufficient, and would also carry the increase in trunking 
provisions, that would necessarily follow the adaptation of the equipment for a 
merged system traffic, and to this estimate we agreed. 

Installation work on this equipment has been, as you know, under way con- 
tinuously since 1920 and is still uncompleted, and at the same time the Western 
Electric has been doing a large amount of other work in the various Kansas City 
offices, this work being the installation of additional manual equipment to pro- 
vide for the merger and take care of growth and call indicator and associated 
equipment as an interlinking medium between the new mechanical and the 
several manual offices and practically from month to month since early in 1920 
this company has paid a large number of Western Electric invoices which have 
been rendered from time to time “on account for equipment furnished and in- 
stallation expense incurred,” and covering the work in progress, the character of 
the invoices being such as to make it impossible to determine exactly what 
was specifically covered. 

Despite repeated efforts on our part, we have been unable to obtain from the 
Western Electric Co. any definite information or proposals as to the actual cost 
of the equipment under installation until the receipt of an approximate estimate 
which they sent us under date of March 23, 1922, whiyh is proposed to cover the 
original order of 5,890 lines and which totals $1,133,830. Deducting from this 
estimate the sum of $20,000 which we estimate is sufficient to cover the cost of 
the centralized information equipment, indicates that this original installation of 
5,890 lines is costing at the rate of $172 per line, instead of $95 per line which 
Mr. Adams was given to understand the price w r ould not exceed. 

Furthermore, as the situation has worked out during the progress of the in- 
stallation of this equipment it has developed that there will be no appreciable 
saving in operating expense by the introduction of this first mechanical unit as 
was originally contemplated, and w'hich Mr. Pennell’s original studies clearly 
showed. With no savings to be obtainable through the introduction of this 
equipment we find ourselves in an exceedingly difficult position in that it will ba 

« See exhibit 2096-G, pp. 231-233, inclusive. 
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out of the question to obtain a rate structure in Kansas City that will support a 
per-line cost anything near like your approximate estimate of $172 per line 
indicates. 

Also, the 3,700 lines which were ordered as an addition to bring this first order 
up to a complete 10,000-line unit figures in accordance with the Western Electric 
Co.'s approximate estimate furnished as under date of March 23, 1922, on the 
basis of $203-plus per line, which proposed price simply makes more difficult an 
already difficult situation. 

The total number of lines in this mechanical equipment now under installation 
is 9,500 lines, which, in accordance with the approximate estimates the Western 
Electric Co. was furnished, and referred to hereinbefore, figures on a per-line 
basis $196, plus, which amount is more than 100 percent in excess of the per-line 
cost as we originally understood it would be. 

The further fact that the installation of this mechanical equipment, which it 
was originally promised would be completed within 12 months, has dragged now 
into the twenty-fifth month with still no definiteness as to its completion, has 
occasioned a very considerable additional expense to this company. It has neces- 
sitated at least two important changes in our plans for merging the two systems 
and involved the maintenance of a much larger personnel than would have been 
required had the installation been completed within the original time promised. 
Furthermore, these delays have appreciably damaged our public situation and the 
consequent loss of public prestige, as you know, cannot be reckoned in monetary 
terms. 

Therefore, the purpose of this letter is to recite the facts and to make a formal 
demand that the original equipment be furnished us at the agreed price of $95 
per line, and that credit be issued to this company to cover any billing in excess 
of this per-line cost; further, that the additional 3,700 lines covered by order 
411484 be furnished on the same $95 per line basis plus a fair additional cost to 
which we will mutually agree, and that may have been occasioned by the increased 
trunking provisions made necessary by the application of this mechanical equip- 
ment to the merged system. 

This compay had a definite agreement which contemplated a maximum price of 
$95 per line for the original mechanical equipment and we must insist upon this 
agreement being adhered to. The officers of this company would have paid a 
cancelation charge on this equipment in accordance with the option given them 
except for the definite agreement made that the price would not exceed $95 per 
line. 

I would thank you for a prompt acknowledgment and would request you send 
us credit memorandum as soon as you verify facts which you will find to be as 
above stated. I am sending copies of this letter to Mr. Gherardi and Mr. Nims 
by reason of the direct reference made to them. 

The following table summarizes briefly those few examples of the 
American Co.’s estimated cost to the associated companies of the 
panel-dial program; the amount subsequently paid by the operating 
companies for the equipment; Western’s alleged total cost, exclusive 
of profit; and Western’s alleged loss which was compensated for 
through apparently excessive profits on sales of other classes of oper- 
ating equipment to Bell operating companies: 


Table 46. — Panel-dial equipment costs compared with estimates' {expressed in dollars 

per equipped line) i 



Estimated 
cost sup- 
plied oper- 
ating com- 
pany 

Actual cost 
to operat- 
ing com- 
pany 

Western’s 
alleged 
total cost 
exclusive 
of profit 

Western’s 
alleged loss 

Omaha 

$79 

95 

$141 

180 

$179 

230 

$38 

50 

Kansas City 

Academy (New York City) 

79 

171 

240 

60 

Average of early installations 1 

204 

278 

74 




i See exhibit 2096-0, pp. 225, 229, and 231-233, inclusive. 

’ This is the average of all installations on which the initial shipment was made prior to Dec. 31, 1921, 
excepting for installations in New York City toll and installations made by the New England Telephone 
& Telegraph Co. 
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Appraisement of the panel-dial program by the American Telephone 
& Telegraph Co. in 1921. — The difference between the 1918 estimated 

S anel-dial prices and the reported costs of this type of equipment 
ecame so great that by 1921 a study was instituted by the American 
Telephone & Telegraph Co. for the purpose of determining the reason. 
For this purpose, a theoretical contract price was estimated for the 
Germantown, Philadelphia, office as it would have been if installed 
in 1918 and in 1921. This study indicated that Western's prices, in 
1918, would have been $91 per line for panel-dial equipment, and 
$189 per line in 1921. Of this 107-percent increase, some 10 percent 
was attributed to cost of additional equipment and about 97 percent 
to price increases and inaccurate estimates for quantities of equip- 
ment needed, made by the Western Electric Co. Of the latter, 
approximately 67 percent reflected increases due to price changes 
and the remainder, approximately 30 percent of the original price 
estimate, was a measure of the equipment omitted from the 1918 
office which was necessary to make it operative. 69 

The American Co.’s engineers made a study, in 1921, on 12 jobs, 60 
of the relative increase in the price charged associated companies 
for manual equipment and for dial equipment. This study indicated 
an increase in the prices charged for manual equipment of 36 percent 
and in panel equipment of 70 percent. Comparison by special inves- 
tigation engineers of Western’s manual equipment increase with the 
increases of Automatic Electric Co. prices 81 indicated Western’s 
increase on manual equipment to be consistent with Automatic 
Electric Co. price increase on step-by-step equipment. The net 
result of these and other studies available to the American Co. at 
that time was to indicate that the estimated price to associated 
companies of a fully operative panel-dial installation had increased 
far more than had the price of manual equipment. Prior to the end 
of 1921, when the results of the studies were available, Western had 
shipped equipment for at least 1 office in each of 13 metropolitan 
areas. 62 Subsequent to this date, 5 additional metropolitan areas 
were equipped with panel-dial central-office equipment.** Therefore, 
in 13 out of 18 metropolitan areas in which panel-dial equipment was 
ultimately installed, the associated companies were committed to its 
use before the American Co.’s cost studies, analyzing critically the 
effect of their original commitment to the panel-dial program, had 
been completed and before the results of these studies were known. 
In addition, panel-dial equipment had been shipped to 8 of these 
original areas before Western Electric Co. engineers had definite 
knowledge of the complete equipment necessary to make a panel- 
dial system operative, as indicated by the fact shown by the 1921 
studies that actual prices overran the estimates by about 30 percent 
because of the cost of equipment omitted from the estimates, which 
was necessary to make the installations operative. 

Changes in Western's prices on panel dial equipment. — By 1922 the 
actual results of the American Co.’s panel dial program were the sub- 


M The omission represented items either purposely or inadvertently omitted, such as routine test equip- 
ment: items unknown in 1918, such as the requirements of a factor of safety; specific development; cabling 
lor official private-branch-exchange circuits; underestimates due to the use of an incorrect formula for figuring 
frames and racks; use of too low current drain; etc. See exhibit 2096-0, pp. 239-241. 
m See exhibit 2096-0, p. 241. 
a Ibid 


tt Ibid., pp. 242 and 243. These cities include the following: Omaha, Kansas City, Boston, Philadelphia, 
Buffalo. Seattle, Providence, Chicago, Atlanta, Baltimore. Pittsburgh, New York, and Detroit. 

•> Ibid. The additional cities are: Cleveland, Cincinnati, St. Louis, Milwaukee, and San Francisoo. 
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ject of intensive study by those responsible for institution of the pro- 
gram, and for its continuance. For some time cost studies had been 
in progress for the purpose of determining the highest price the asso- 
ciated companies could afford to pay for panel dial equipment. These 
studies indicated that Western’s price for panel equipment could not 
average more than $188 per line if the associated companies were not 
to incur losses under machine-switching operations as compared with 
manual operations. If panel prices were reduced to this level, Western 
estimated that it would incur a loss amounting to $5,700,000. M At 
this time Western had a large investment in panel-equipment manu- 
facturing facilities, millions had been spent in development work, and 
several panel offices had been, or were being, installed in the larger 
cities. In view of these facts, it was decided by the American Tele- 
phone & Telegraph Co. that Western’s prices should be reduced to 
this level and that they be made retroactive over the installations al- 
ready made. The reduction in Western’s billing was made in the en- 
gineering and installation prices, which were limited to 16% percent of 
the total material price. This method of billing was used for initial 
installations only. In January 1923 studies showed that Western 
Electric Co. estimated its loss up to that date at $24,700,000 66 in place 
of the $5,700,000 previously anticipated. At this time it was antici- 
pated that if this basis of billing were continued through 1923 and 
1924, a further loss of $4,100,000 would be incurred by Western, 
making a total estimated loss of $28,800,000. Up to the end of 1923, 
Western’s panel equipment sales totaled $90,185,000. Western Elec- 
tric reported that the cost of installations was $34,117,000 more than 
the amounts billed for installation, but that due to profits included in 
the sale price of materials, the net loss amounted to $19,891,000, or 22 
percent. 66 These losses do not include any part of the cost of develop- 
ment incurred prior to January 1, 1920, amounting to approximately 
$11,000,000, which also was absorbed by Western. 67 

Any losses of this nature must have been more than compensated 
lor by profits on the sales of other types of telephone materials and 
equipment, because Western’s telephone manufacturing business as 
a whole showed a net profit of from G to 12 percent on the aver- 
age investment during this period, and its dividend payments to 
the American Co. were not interrupted. The amounts paid to West- 
ern by the associated companies for these other types of apparatus 
and equipment became a part of the plant investment of certain com- 
panies which made little or no use of the panel equipment. Com- 
menting upon this situation, Mr. S. W. Murkland, Western Electric 
Co. general contract salts manager, said in part in a letter addressed 
to Mr. F. B. Gleason, telephone sales manager of the same companv, 
in 1924: 

In fairness to the associated companies purchasing manual and step-by-step 
equipment, they should no longer be required to pay part of the cost of panel 
offices which they do not buy. This practice, which is defensible in the early 
development stages of a new system, is no longer justifiable with an established 
product. 68 

The subsequent efforts of Western and the American Telephone & 
Telegraph Co. were directed to cost reduction by simplification of the 

® 4 See exhibit 201)6-0. p. 244. 

** See exhibit 2096-G, p. 244. 

MIbi.i. 

Ibid., p. 245. 

M See exhibit 2096-0, p. 254. 
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equipment considered necessary for operation of the panel dial system 
and by increase in the volume of equipment manufactured. Cost data 
prepared by Bell Telephone Laboratories indicated that these efforts 
were highly successful in simplifying the original design. In approxi- 
mately 6 years, from July 1921 to December 1927, simplification and 
standardization of panel dial equipment resulted in a 24-percent re- 
duction, based on the Germantown office installation. Improvements 
in manufacture, likewise, were attained, and this, with a large volume 
of Western sales, permitted further substantial reductions in the 
installed price of the equipment. Pertinent material and commodity 
prices declined, especially in the early years of the period. The com- 
bined effect of these several causes of price reductions was to make 
the 1930 price to the associated companies of a typical panel central 
office considerably less than it had been in 1920 and 1921. 69 Follow- 
ing this 1930 low point, panel dial prices again were increased, by more 
than one-third, between 1930 and 1936. The 1936 prices paid by 
associated companies for panel equipment, not including manual 
equipment used in panel offices, 70 are substantially higher than those 
actually paid by the associated companies at the beginning of the 
period of its introduction from 1920 to 1922. 71 The 1936 prices of 
complete panel central offices are, of course, substantially lower than 
the price charged during the introductory period from 1920 to 1922, 
because of reductions in the prices of manual apparatus used in panel 
dial offices, and as a result of improvements in engineering design of 
the panel offices, which require less equipment to handle a given 
amount of traffic. 

Comparative costs of panel and step-by-step automatic central office 
equipment installations. — In 1925, after Western had sold more than 
500,000 lines of panel equipment to the associated companies, the 
American Telephone & Telegraph Co. had studies made comparing 
prices of panel equipment with prices of step-by-step and rotary 
equipment. 72 

For this purpose a committee of American Telephone & Telegraph 
Co. and Western Electric Co. engineers was assigned the task of 
studying the cost of manufacture of various types of automatic equip- 
ment and making recommendations as to whether the Western Electnc 
Co.’s manufacture of panel equipment should be discontinued in favor 
of some other type. This committee went abroad to obtain costs on 
rotaiy equipment manufactured by Western’s branch factory in 
Belgium, for the purpose of comparing such costs with those of panel 
equipment and step-by-step equipment purchased by Western from 
the Automatic Electric Co. of Chicago. As a part of its work the 
committee prepared estimates of costs of panel, rotary, and step-by- 
step types of automatic equipment for central offices of assumed sizes 
and calling rates. The results indicated that panel equipment was 
the least expensive for the largest multioffice areas with very high 
calling rates, whereas step-by-step equipment was less costly than the 
other types for large offices having moderate calling rates and for all 
medium and smaller central-office areas. Some of the working papers 
supporting these studies have apparently been destroyed so that a 

*• The 1920 and 1921 prices were those originally established before reductions by Western when it agreed 
to absorb part of the loss. 

7 ° The price of manual equipment forming a part of a complete panel dial central office has been reduced 
from its high level in 1920 to 1922. 

7 * See exhibit 2091, charts 77 and 78. pp. 244 and 246. 

n See exhibit 2096-G, p. 265. 
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complete check by the special telephone investigation engineers w as not 
possible. In the opinion of the special investigation engineers, 
certain of the assumptions underlying these studies were not in 
accordance with existing or possible future practices. For example: 

(1) Certain comparisons were based on assumed calling rates (calls per sub- 
scriber’s line in the busy hour) which were substantially higher than any calling 
rates ever experienced before or since, even in the largest cities’ centred offices, 
and far higher than any calling rate assumed in the actual design of a central 
office. The higher the calling rate the more favorable the conditions for the use 
of panel-dial equipment. These comparisons prove to be favorable to panel-type 
equipment. 71 

(2) In the step-by-step equipment estimates for the larger central offices, the 
committee assumed the use of panel senders and specially designed panel trans- 
lator frames, 74 and disregarded the step-by-step director switch which admittedly 
will perform all the functions of the panel sender and is much less expensive to 
manufacture. 75 

(3) In pricing the equipment the committee used the Automatic Electric Co.’s 
1924 sales prices to Western practically without modification. For purpose of 
comparison the committee did not use the then current Western Electric prices of 
panel equipment but reduced them in anticipation of price reductions up to the 
year 1930, at which time it was expected that Western would be producing 
175.000 lines annually. Prices of panel equipment were lower by 1930, by about 
23 Yi percent, but corresponding factors had also operated to reduce step-by-step- 
equipment prices about 23}4 percent by 1930. 75 By 1925 Western had been manu- 
facturing panel-type equipment for 10 years, and had been on a standard volume 
production basis for 6 years. Volume of production had reached 140,000 lines in 
1924. Had the committee allowed 23-percent reduction in step-by-step prices 
in its estimated costs for 1930 conditions, step-by-step equipment would have 
shown definite savings in cost as compared to the panel type for even the largest 
sizes of central offices in both multioffice and single-office areas. 77 

To check the relative economy of panel dial as against step-by-step 
equipment, a comparative cost study was made by the special tele- 
phone investigation engineers of the Wisconsin Co.'s “Hilltop” office 
m Milwaukee, which may be classified as a “2-pull” 78 light-traffic 
office. 79 They found that this associated company had paid $641,567 
for the Hilltop panel-dial equipment, including equipment in manual 
offices necessary for trunking between the dial ana manual offices, 
while the Milwaukee exchange is operated partially on a manual 
basis. This study indicated that an equivalent step-by-step office, 
including necessary trunking facilities in manual offices, could have 
been obtained for $509,483. The difference amounting to $132,084 
or 25.9 percent of the cost of step-by-step equipment for this office, 
represented an unnecessary increase in the investment in telephone 
plant which was included m the company's proofs in a pending rate 
case. 80 These results are consistant with those of the 1925 Bell 
Telephone Laboratories study mentioned above, which indicate that 
panel equipment, for similar central offices, would cost 23 percent 
more than step-by-step equipment. This is before any downward 
adjustment of step-by-step prices, and does not include dial trunking 
equipment in manual offices in the same area. 

Hilltop office may be classified as a large residential office. The 
comparative costs of using panel and step-by-step equipment in a large 

» See exhibit 2096-0, pp. 267-271. 

74 Bell Telephone Laboratories, Inc., case 20086-1. 

71 See exhibit 2096-G, p. 291. 

79 See American Telephone & Telegraph Co. study No. 1015, dated October 16, 1936, of panel and step-by 
step equipment price indices. 

77 See exhibit 2096-G, table XXIX, p. 280. 

71 A 2-pull or 2-digit automatic office is one in which the first 2 letters of the prefix are used in dialing. 

7 * This study is based upon a similar study introduced by Commission witnesses In the Wisconsin TtU- 
phone case , but is more accurate due to additional basic data available to the Federal Communications Com- 
mission engineers. 

M Wisconsin Telephone Co. case, 2-U-35. 
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business office having a heavy calling rate in a 2-pull area are indicated 
by the result of a study prepared for the Broadway office in Milwaukee 
by the Wisconsin Telephone Co. engineers. 81 This study shows that 
the ultimate annual carrying charges and operating expenses on the 
step-by-step office would amount to 94 percent of the corresponding 
charges on the equivalent panel-dial office. 

It thus appears that the cost of panel equipment in 2-pull, light- 
traffic offices exceeds the cost of step-by-step equipment by approxi- 
mately 25 percent, and that there is a definite saving in annual charges 
resulting from the use of step-by-step equipment in the heavy calling 
rate business offices in 2-pull areas. 82 As of December 31, 1936, 
between 35 and 40 percent of the total Bell System investment of 
$378,693,147 in panel-dial equipment was in 2-pull areas. M 

Maintenance expense of panel-type and step-by-step-type automatic 
central-office system . — The quarterly maintenance reports received 
by the American Co. from each associated company nave provided 
material for a critical analysis by the special telephone investigation 
of the relative maintenance expense for panel and step-by-step central 
offices of corresponding sizes. The study as a whole demonstrates, 
according to the enginers, that for the sizes of offices studied, which 
include all existing panel-equipment installations except the largest 
downtown central offices in New York and Chicago, the maintenance 
costs for step-by-step-type equipment would be substantially lower 
than for panel-type equipment, the difference being somewhat over 
13 percent. 83 

Results of installation program of panel-dial and step-by-step central- 
office equipment. — As stated heretofore, the dial program of the Ameri- 
can Telephone & Telegraph Co. contemplated the installation of panel- 
dial central-office equipment in all of the larger multioffice-exchange 
areas and the installation of step-by-step automatic equipment in 
the medium sized and smaller exchange areas. This objective is still 
far from attainment. Insofar as panel equipment is concerned, its 
supersession by the new cross-bar system has now been announced 
by the company. The 1938 annual report of the American Telephone 
& Telegraph Co. contains the following statement: 

The new cross-bar system of machine switching * * * has been stand- 

ardized for future use in the large city districts where “panel” switching has 
heretofore been the best available. Shipment of equipment to provide for 23,000 
subscribers' lines was made in 1938, and equipment for 165,000 lines is scheduled 
for 1939. 

That the further extension of the panel-equipment program into areas 
now served by manual central offices would have decreased rather than 
increased the over-all savings is the purport of a memorandum pre- 

K ared by Bell Laboratories’ engineers, dated October 2, 1934, for 
fr. F. B. Jewett, president of the Laboratories, which is quoted 
below: 84 

Considering, first, the problem of panel areas, we find that the history of dial- 
equipment installation has been somewhat as follows: The first offices to be 
provided with panel-dial equipment have generally been those in the central 
business districts of the larger cities where, due to the high-calling rate and the 
correspondingly large number of operators required on a manual basis, the savings 

« See exhibit 2096-G. table 33. p. 286- A. 

“ This is confirmed by numerous other cost studies made by associated companies, some of which have 
been tabulated in table 33, p. 286- A, of exhibit 2096-G. 

•» See exhibit 2096-G, figures 5 to 8, inclusive, pp. 347-356. 
m See exhibit 2096-G, p. 292. 
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to be realized with dial equipment were greatest. The installation of dial equip- 
ment tends to radiate from these centers toward the outlying districts of the larger 
cities with decreasing economies due to the lower calling rate and the result is 
that a stage may be reached in certain cases where further replacement of manual 
with dial would be uneconomical. In other words, as far as the dial program is 
concerned, we have t>een taking the cream and if we are to further nourish this 
program we must cut the cost of dial equipment. It is clear that the provision of 
a new’ system with a material margin of economy over panel permits the extension 
of dial service to more of the manual offices, and the cross-bar system holds 
promise of savings which w'ill be sufficient largely, if not entirely, to eliminate 
manual offices from the dialing areas of large cities. 

An appraisement of the results of the panel-dial program, therefore! 
may be made at this time. The step-by-step automatic equipment 
program is still under way, but its results may also be appraised inso- 
far as the program has progressed up to the present time. 

Starting with 1925, and for each subsequent year through 1932, the 
American Telephone & Telegraph Co. has made studies of the savings 
resulting from the introduction of panel- and step-by-step-dial equip- 
ment by comparing the annual charges, including operating costs, of 
the dial offices with the estimated annual charges, including operating 
costs, of manual equipment which would have been required in the 
same locations to give the same service. In comparing the annual 
charges of dial and manual equipment, the fixed charges on the larger 
investment in dial equipment tend to be offset by the higher traffic 
costs, consisting principally of operators’ wages, involved in operating 
the manual equipment. 

The investments in panel and step-by-step equipment and the esti- 
mated cost of manual equipment used by the American Co. in making 
this study are shown in table 47, page 275 “ 

According to the American Telephone & Telegraph Co. analyses of 
operating results of associated companies, the savings due to dial 
operation expressed as rates of return on the excess panel and step- 
by-step equipment investment over the estimated cost of correspond- 
ing manual equipment has increased gradually from 1925 through 
1932, ranging from 0.5 percent in 1925 to 5.8 percent in 1931, and to 
6.4 percent in 1932 for the panel equipment; and from 10.8 percent 
in 1925 to 18.7 percent in 1931 and 1932 for the step-by-step equip- 
ment. These data are summarized in table 48. 

The American Telephone & Telegraph Co.’s claims of cost of money 
for Bell System financing are shown in column (4) of table 48. The 
American Co. estimates the “cost of money” by dividing disburse- 
ments for dividends and interest by the total of average capital 
stock, premiums on capital stock, surplus, and debt outstanding.® 
When the rates of return on added investment in automatic central- 
office equipment, shown in table 48, are compared with this alleged 
cost of obtaining the capital invested, it appears that the added in- 
vestment required by the panel program has not yielded profits, in 
any year, equal to American Co.’s claimed “cost of money.” On the 
other hand, it appears that the step-by-step program has resulted in 
profits in excess of those required to meet the “cost of money” as 
estimated by the American Co. in each and every year. 

u See “Dial System Operation— Financial Results.” contained in engineering binder No. 703 in the Fed- 
eral Communications Commission flies. 

M See exhibit 1359, table 46. p. 141. 
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Table 47 . — Investment in panel and step-by-step central office equipment and esti- 
mated cost of manual central-office equipment used by the American Co. in esti- 
mating the rate of return on excess investment in panel and step-by-step equipment 

PANEL OFFICES 


Year 

Average 
number of 
lines 

Panel-equipment 
investment 1 

Estimated cost 
of manual 
central-office 
equipment 

Total (000 
omitted) 

Per 

line 

Total (000 
omitted) 

Per 

line 

1824 

230,000 

$66,900 

$291 

$23,300 

$101 

1925 

440,000 

115, 700 

263 

40, 300 

92. 

1926 . . . 

585.000 

145, 100 

248 

51,600 

88 

1927 

680,000 

161,500 

237 

59,200 

87 

1928 

Sid, 000 

180, 100 

222 

69,600 

88 

1929 . 

1,040,000 

206,200 

198 

87,200 

84 

1930 

1, 335, 000 

240, 300 

180 

110,800 

83 

1931 

1,660,000 

277,800 

167 

137, 800 

83 

1932 

2,000,000 

318,500 

159 

165,000 

82: 


STEP-BY-STEP OFFICES 


Year 

Average 
number of 
lines 

Step-by-step 
equipment 
investment 1 

Estimated cost 
of manual 
central-office 
equipment 

Tot .1 (000 
omitted) 

Per 

line 

Tot 1 (000 
omitted) 

Per 

line 

1924 

285,000 

$33,200 

$116 

$13,000 

$46 

1925 

380, 000 

48, 100 

127 

19, 700 

52 

1926 

525, 000 

66. 2C0 

126 

28, 400 

54 

1927.. 

715,000 

84,200 

118 

38,900 

54 

1928 

860, 000 

99, 300 

115 

46,900 

55 

1929 

1,200,000 

118,200 

98 

62,300 

52 

1930 

1, 550, 000 

140,900 

91 

81,600 

53 

1931 

1,870, 000 

164, 400 

88 

99, 200 

63 

1932 

2, 150, 000 

182,500 

85 

115,000 

53 


* Includes price of equipment required in manual offices for the completion cf calls incon ing frcm dial 
central offices. 

Not*.— T he per-line figures were not included in the American Co.’s study, but have been calculated 
by the special investigation engineers 

Source: American Telephone & Telegraph Co. reports entitled “Dial System Operation— Financial 
Results,” copies contained in engineering binder No. 703 in the Federal Com munic;. lions Commission. 

files. 


Table 48 . — Summary of American Co. estimates of percent return on the excess 
investment resulting from the installation of automatic instead of manual central- 
office equipment in the Bell System f and of American Telephone & Telegraph Co.'s 
estimate of “cost of money n 



Rate of return on ex- 
cess investment 

Ait erics n 
Telephone 
& i ele- 

Year 

(1) 

Panel type 

(2) 

Step-by- 
step type 

(3) 

graph Co. 
estimated 
“cost cf 
money” 

(4> 

1925 

Percent 

0. 46 

Percent 

10.80 

6.93, 

1926 

2. 40 

10. 80 

6. 83 

1927 

3. 20 

15.70 

6. 86< 

1928 

1.40 

10.20 

6. 55* 

1929 

3.40 

14.30 

6. 53- 

1930 

4.60 

17.70 

6.25 

1931 

5. 76 

18.70 

6.42 

6.5a 

1932 

6.35 

18.70 



Source: Columns (2) and (3), American Telephone & Telegraph Co., open tion rnd engineering deport- 
ment reports entitled “Dial System Operation— Financial Results,” copies contained in engineering tinder 
No. 703 in the Federal Communications Commission files. Column (4), exhibit 1350, table 46, p. 141. 
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P?The relative magnitudes of the annual charges for panel equip- 
ment and for the equivalent manual equipment depend in part upon 
the number of calls handled and upon the manual operator loads, 
which measure the calls handled per operator. Conditions in this 
respect changed considerably during the years following 1932. For 
instance, in 1935 and 1936, although the total number of calls handled 
by the Bell System was about the same as in 1932, the manual oper- 
ator’s average load increased about 10 percent in the later period. 
Special investigation engineers estimate that the effect of this increase 
in operators’ loads would be to reduce the rate of return on the added 
investment for panel operation to about 3.2 percent. By 1935, the 
alleged cost of monev, according to the American Telephone & Tele- 
graph Co. basis of calculation, had risen to approximately 6.8 percent. 

Crossbar automatic system . — Beginning about 1913 the American 
Telephone & Telegraph Co. undertook the development of a switch 
operating on the coordinate principle, and in 1915 obtained a patent 
on the so-called crossbar switch. This switch has no vertical or rotary 
movement but operates through angular displacement, by electro- 
magnetic means, of vertical and horizontal bars arranged in coordinate 
fashion. This switch was considered for use as a line finder for the 
panel system in 1919, but was dropped in favor of the panel selector. 
Subsequently the Swedish Telephone Administration improved the 
design of this switch and developed an automatic system which was 
employed in that country. The next appearance of the coordinate 
principle in the Bell System plant consisted in its application in the 
1 ‘decoder,” an improved feature of the panel system introduced in 
1929. About 1930 the Bell System engineers recognized the possibil- 
ities of combining the more modem crossbar swdtch with the funda- 
mentals of operating circuits on the coordinate principle to produce 
an improved dial-telephone system, which may be classified as a 
system employing relays. This system has recently been used in 
trial installations, and Bell System engineers expect it to show con- 
siderable advantages over the panel system, both as to original cost 
and as to maintenance expense. The crossbar system has now become 
a provisional standard of the Bell System, for application particularly 
in exchange areas which have been partially converted to panel-dial 
operation. 

Control and Standardization of Bell System Operating Practices. 

The centralized engineering work of the American Telephone & 
Telegraph Co. general departments and of the Bell Telephone Labora- 
tories covers management and operation of the associated companies 
as well as the determination of types of plant and equipment to be 
used in the Bell System properties. Control and standardization of 
accounting, commercial, maintenance, and traffic operating methods 
and practices throughout the Bell System are made effective by the 
American Co. through its services, supplied under the terms of the 
license contract, in the form of accounting, commercial, traffic, and 
engineering circulars, letters, and instructions issued to all of the 
associated companies and through personal instruction of the operat- 
ing personnel. Methods and practices are standardized for the 
guidance of the operating companies in the maintenance of their 
plants; in the handling and disposition of the central-office operating 
forces; in the commercial department’s relations with the public, in 
billing and collecting practices; in forecasts of population growth and 
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future telephone requirements, on which plans for plant additions or 
extensions are predicated; and in the detailed accounting records 
maintained by the plant and general accounting departments. 

The question of reasonable operating expenses has come under the 
scrutiny of State commissions and courts in many telephone rate cases, 
and it has been pointed out that the determination of reasonable 
operating expenses is of equal importance with the fixing of a reason- 
able value of the property as a rate base. 

The subject of Bell System operating expenses in its entirety was 
too broad to be covered by this investigation, beyond the point of 
establishing the fact of American Telephone & Telegraph Co. control 
over all phases of associated company operations. Certain aspects 
of telephone operating practices were, however, studied to a limited 
extent. These included: (1) Forecasts of future plant requirements 
as applied particularly to the long lines department of the American 
Telephone & Telegraph Co.; and (2) traffic expenses and manual oper- 
ators 1 loads. 

Commercial forecasts of telephone-plant requirements . — Forecasting 
of Bell System requirements, carried out by the commercial depart- 
ments of the associated companies and of long lines in accordance 
with American Co. standards and methods, provides the basis for 
annual provisional estimates made jointly by the plant, commercial, 
and traffic departments. 87 The estimated amount of plant required 
by the Bell System companies depends principally upon the number 
and location of subscribers’ stations and the number of telephone 
messages to be transmitted, which in turn depend upon estimated 
general business conditions. 

During the early years of the depression, 1930 and 1931, the effect 
of continued belief in prompt recovery, which was shared by the 
American Co. management with the majority of business leaders in 
the United States at that time, was reflected in the construction activ- 
ities of the Bell System long lines’ plant. 88 The continuation of this 
Optimistic view, for at least a year following the beginning of the 
depression, resulted in continued optimistic forecasts of the volume 
of toll business. To illustrate: In the case of long lines department 
estimates made late in 1930 at a time when the actual results for the 
major part of a year were available, there was forecast a 50-percent 
increase in toll messages during the period 1931-33, despite the fact 
that actual business for 1930 showed practically no increase over the 
1929 business. 89 The actual number of messages handled in 1933 
was less than one-half that predicted in the forecast of that year’s 
business prepared in 1930. 

Long lines plant construction estimates necessarily were predicated 
upon the American Co.’s forecasts of general business conditions, and 
upon the resultant forecasts of the volume of long-distance business. 

97 Up to 1930 these provisional estimates covered a period of 5 years; in 1930 this 5*year forecast was reduced 
to a period of 3 years. 

*• Late in November 1930, about a year after the beginning of the depression, President Gifford made the 
following statement in an address delivered at Salem, Mass., to the Essex Institute, in commemoration of 
Alexander Graham Bell. This address reported in the New York Times of November 25. 1930, under the 
title “Gifford Predicts Early Prosperity,” was in part as follows: “But just as sure as I am standing here 
this depression will pass, and we will again find ourselves in the midst of reasonable prosperity, and reason- 
able prosperity of the United States means a higher standard of living, and greater material prosperity than 
any country in the world has ever known before. * * * The new idea of industry as I see it is that there 
is enough to go around if we can only work out the intricate and difficult problem of having it go around 
right, and work out the difficult problem of seeing that our prosperity is prosperity for all, Just as our edu- 
cation is education for all and our politics are democratic.” 

» See exhibit 580, p. 12. 
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Long lines gross construction expenditures in 1928 were greater than 
for any year up to that time in the history of the Bell System, and 
amounted to over $50,000,000. In 1929 construction expenditures 
almost doubled, increasing to more than $93,000,000. In 1930 the 
trend continued beyond this level, exceeding $101,000,000. In 1931 
construction decreased to about $42,000,000, more than $4,000,000 
higher than it had been for any year prior to 1928. The gross con- 
struction expenditures in 1932 amounted to approximately $13,000,- 
000, and averaged about $6,500,000 annually during the period 1933 
to 1935, inclusive. A portion of these construction expenditures, 
incurred after the effect of the depression had become evident, was, 
of course, made on projects authorized prior to that time. 

Long lines department average investment in plant in service was 
almost doubled during the period 1928-33. 90 By 1933, however, the 
number of toll messages amounted to approximately 70 percent of 
those handled at the liigh point reached in 1930. The plant thus 
constructed, much of which is still remaining idle, has not only in- 
creased capital investment, but, in addition, developments and im- 
provements in the telephone art, and changes and shifts in the growth 
of population and in the demands for telephone service have already 
so altered the technical and geographical requirements for service 
that large quantities of presently existing not used and useful tele- 
phone plant cannot, in the opinion of special investigation engineers, 
m the future again be used to advantage. 91 

An indication of the existence of idle plant in the long lines depart- 
ment in 1934, 1935, and 1936 is afforded by statistics of the numbers 
of units of various types of equipment installed, as compared with 
the units in current use. Of 22,947 toll-switchboard positions in the 
plant in January 1934, over 57 percent were idle. Of 22,500 toll- 
switchboard positions in the plant in January 1936, over 52 percent 
were idle. Of 3,600,000 miles of long lines toll circuits in the plant 
in December 1935, 45 percent were idle. 92 

The special investigation engineers have found that the long lines 
department in a number of cases has failed to remove or write off 
plant no longer used or useful from its fixed-capital accounts except 
where maintenance requirements and the demands of public au- 
thorities have made it expedient to dismantle the lines and remove 
the equipment; 93 in those cases the result has been to continue de- 
preciation accruals on plant which will not again form part of the 
company's operating requirements. 

Traffic operating methods and operators 1 loads . — During the decade 
beginning in 1920, because of the deterioration of service during the 
war period and rapidly increasing demands for service, the American 
Co. devoted its efforts largely to improving the quality of telephone 
service and to handling the increased quantities rather than placing 
emphasis upon reductions in cost. 

M The average investment in long lines plant was $223,582,024 during 1928; $409,347,333 during 1931; 
$435,951,820 for 1933; and $433,340,470 during 1935. See exhibit 135, table 1, p. 14, for complete recent 
history. 

•» See exhibit 580. 

* ‘‘Idle plant” includes that portion of plant not presently in use which the company may consider 
necessary in order to meet anticipated increased future requirements. 

« Large investments In underground conduit and cable may be rendered permanently not used and 
useful by the advent of carrier transmission. Large investments in manual toll switchboards may either 
be rendered permanently not used and useful by the substitution of later types of automatic and semi- 
mechanical toll switchboards, or may delay the introduction of those more efficient and economical types 
of equipment and operating methods. 
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Much of the possible economy in the operation of manual switch- 
boards 94 depends upon the training and supervision of the operators 
and upon the control of traffic forces through establishment of correct 
standard loads which permit the operators to work at their highest 
efficiency. The present Bell System methods of measuring traffic^ 
efficiency were inaugurated in 1911 for application to the so-called 
No. 1 manual switchboard. At that time a standard load which waa 
intended to represent the amount of work an average fully trained 
operator would be called upon to do in an hour was established as 
230 traffic-work units. 

Since telephone service tends to rise to a sharp maximum at the 
“busy hour,” and supervisory traffic employees are required in the 
central office, this standardization of operators’ loads at 230 units in 
the busy hour corresponds to an average load per day per employee 
of about 132 units. Until the reduction in business volume (and net. 
profits) following 1929, it was the general opinion of the Bell System 
traffic engineers that no sustained improvement in these loads could 
be made without an effect upon the quality of service; that is, with- 
out increasing the time of answer or the percentage of error in con- 
nections. It is significant, as a commentary upon the value of rigid 
standardization of operating methods, that this opinion was so well 
established that any substantial deviations from these standard loads 
in the case of individual central offices were looked upon with sus- 
picion. American Co. records show that when traffic loads fell below 
standard an immediate attempt was made to increase the load by 
reducing the number of operators. When, on the other hand, in- 
stances arose where certain exchanges showed operating loads sub- 
stantially higher than the standard, the conclusion was reached 
immediately that the reported figures must be in error or the quality 
of service must have suffered, and the field forces were required to 
make careful check of their reported data and results. 91 

When the business depression began to make itself felt early in 1930,. 
the sharp decrease in revenue and net profit of the operating companies 
focused the American Co.’s attention upon the problem of effecting 
reductions in operating expenses to meet falling revenues, and a serious 
effort was made to reduce its operating expenses. 96 The continuance 
of the previously existing quality of telephone service was not en- 
dangered, but where economies could be made without a sacrifice of 
service, pressure was brought to bear upon the associated companies 
to put into effect methods of reducing operating expenses. 

Over-all traffic loads were increased during the years 1933-35 to 
about 22 percent in excess of the loads carried during the 1922-29 
period. About 12 percent of this increase was due to a general in- 
crease in operating efficiency and the remaining 10 percent was the 
result of higher experience of operators during the latter period. The 
increase in traffic efficiency may be seen by a comparison of the aver- 
age daily traffic load over the period 1922-29, as compared with the 
period of 1933-35. 97 For the period of 8 years of improving business 
volume the average load was 140 traffic units, including 8 units for 
information and intercepting services. For the 3-year period of re- 

** As distinguished from dial mechanically operated central-office equipment. 

•• See exhibit 2096-0, pp. 303-307. 

“ Exhibit 2096-0, pp. 308-311, inclusive. 

• 7 See exhibit 2096-0, summary, p. xix, and table xxxv, p. 319. 
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duced business volume the average daily traffic load was increased 
to 172 units. 98 

The American Telephone & Telegraph Co. has suggested a number 
of reasons for the marked success of its concentrated effort to increase 
operating efficiency and decrease costs during this period." The 
company points out that beginning in 1930 several conditions combined 
to bring about an increased smoothness of operation, the effect of 
which is not adequately evaluated in any of the load-measuring de- 
vices. There was the cumulative effect of the use of improved methods 
and practices and of improved equipment arrangements adopted in 
the years just before the depression. Improved practices became 
possible because of the improved experience of the operating forces. 
There were equipment margins, that is, equipment in excess of that 
required to give the service. This reduced delays encountered in the 
handling of calls. There was a decrease in equipment troubles which 
resulted from improvements in the maintenance of plant and a lessen- 
ing of other operating difficulties experienced by the traffic forces. 
There was improvement in the technique of management which had 
been brought about by the better selection and training of men; by 
the cumulative effect of the use of more complete routines and other 
aids to management, which became available only in the late 20's; 
by increased experience of the younger executives and managers; and 
by the general conditions of unemployment which removed many of 
the problems of obtaining and training operators and made possible 
the concentrating of management effort on expense and service. 

As a result of these and possibly other favorable conditions, the 
incentive expressed by the American Co. for increased efficiency and 
economy in operating produced immediate and remarkable results. 
These results were considered phenomenal by operating men of long 
experience in the Bell System, as indicated by letters and reports from 
the field, of which the following excerpt from the letter of General 
Traffic Manager C. A. Scattergood, of the Northwestern Bell Tele- 

J hone Co., to the American Co.’s traffic manager, M. B. French, dated 
ebruary 13, 1932, is an example: 

The level of operating loads reached in 1931 has exceeded so substantially past 
conceptions of attainable load levels that the question naturally arises as to how 
far loads can be raised without overworking the force or degrading the service, 
or both. As loads were raised in Minnesota during 1931, service results gprew 
correspondingly better. Careful and constant scrutiny and checking from various 
angles has failed thus far to disclose any evidence of strain on the force or the 
existence of any feeling that excessive demands were being made on the force. 
The increase in loads in this area, 1931 over 1930, was realized not so much through 
increased board loads as through higher supervisory and clerical loads. While 
the board load was increased 7 percent, the supervisory load was increased 22 
percent, and the clerical load was increased 12 percent. 

About the middle of last year we made an investigation in Minneapolis to 
determine how far we might safely go in raising loads without causing strain or 
lowering the quality of the service. The conclusions drawn from this study were 
that basic board loads could be exceeded by 2 to 5 percent, and with proper pro- 
vision of supervisory and clerical force, the over-all load approximated 165. This 
appears to be the proper manual-load objective for our multioffice cities, Minne- 
apolis and Duluth. 

Mr. Scattergood’s statement in this letter of February 13, 1932, that 
an over- all load of approximately 165 units appeared to be the proper 
manual-load objective, although it seemed to him at the time “to 

W Ibid,, p. 318. 

•• American Telephone & Telegraph Co. comments on exhibit 2096- G, vol. 37, pp. 66 and 67. 
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exceed substantially past conceptions of attainable load levels” never- 
theless soon proved too conservative, as is evidenced by his letter of 
September 29, 1933, to Mr. French, wherein he stated: 

In the provisional estimate for the last 4 months of the year we have shown a 
load of 176 for this area whereas our actual average for the preceding 4 months 
was 176.5. We were in general about on a level of 178. It should be possible, 
unless radical changes occur, to maintain the level somewhere near the reduced 
figure and to increase it slightly if no more disturbing changes are encountered 
for a while. 

There do not appear to be, generally speaking, any situations throughout this 
aiea where service conditions are such as to necessitate a reduction in the load. 
It has been our policy to attempt to raise the loads only where it could be done 
without sacrifice of a satisfactory grade of service. 

Summary. 

The centralization of research and engineering under direct control 
of the American Telephone & Telegraph Co. and the complete stand- 
ardization of Bell System plant, equipment, and operating methods 
and practices are given credit by the American Telephone & Telegraph 
Co. for a large part of the advances made in telephony since 1907, 
and in large measure for this country’s alleged world leadership in 
quality and reasonable cost of telephone service. At various times 
the Bell System companies have made showings that research and en- 
gineering work of the American Telephone & Telegraph Co. have pro- 
duced large reductions in the cost and made possible extension and 
improvement of the telephone service, which would not have been 
possible with previously available methods and types of equipment. 

The element of judgment involved in the selection of the device or 
method of standardization in the Bell System, as well as the time 
when such device or method shall become the standard, is very im- 
portant from the standpoint of all interested persons, the subscribers, 
employees, and stockholders. The evidence available establishes 

S uite clearly that certain practices and devices standardized in the 
►ell System have resulted in substantial reductions in cost for a com- 
parable quantity of service of an improved quality. On the other 
hand, evidence available appears to indicate that certain decisions of 
the management may not have resulted in the greatest possible reduc- 
tions in cost or improvement in service. 

It is almost impossible to evaluate accurately the results of the 
adoption or of the failure to adopt a particular device or method. 
Explanations of such conditions may, in the opinion of the investiga- 
tion engineers, lie in considerations of management relative to the loss 
incident to the displacement of older by newer forms of equipment, 
patent situations with respect to productions of others, reluctance to 
purchase materials and equipment outside the Bell System, reluctance 
to direct Western to discontinue manufacture of types of equipment 
on which large expenditures for development and tools had been made. 

There is evidence, in the opinion of investigation engineers, that the 
management of the American Co. has been responsible for certain de- 
cisions regarding standardization of equipment and methods which 
may have affected adversely the cost and convenience of telephone 
service, among which are the following: 

1. Certain improvements known to the company have not been 
made available to the public for considerable periods of time. 

2. Certain improvements in the art developed outside the Bell 
System have not been adopted until many years after they were 
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available on the open market, with resulting failure to realize 
possible economies and improvements in service in the Bell 
System. 

3. Standardization of certain types of equipment, which have 
not resulted in reductions in cost or improvement in service com- 
mensurate with the additional investment involved, and continued 
investment in such equipment after the condition became ap- 
parent. 

4. Failure to realize maximum efficiencies in certain standard- 
ized operating methods until the incentive for economy became 
dominant during depression years. 

The corporate structure of the Bell System, in which the American 
Co. is the owner of the operating companies and also of the manu- 
facturer and supplier of telephone equipment for the Bell System, may 
have an influence on the decisions of the American Co. management 
with respect to standardization of equipment to be manufactured by 
Western Electric Co. It appears that this situation may call for close 
scrutiny by regulatory bodies of standardization practices involving 
expenditures of large sums of money for new types of equipment to* 
be substituted for existing telephone plant. 
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CHAPTER 10 

WESTERN ELECTRIC CO. COSTS AND PRICES 


This chapter is concerned with the costs and prices of telephone 
^apparatus and equipment manufactured and sold by the Western 
Electric Co., Inc., and their significance in relation to the cost of 
furnishing telephone service and the level of telephone rates. 

The Western Electric Co., Inc. (hereinafter referred to as Western), 
has been characterized as the manufacturing and supply department of 
the Nation-wide Bell System. Both Western and the Associated 
Bell operating companies are under the common control of the Ameri- 
can Co. Under the provisions of the standard supply contract with 
the Associated Bell operating companies, Western provides substan- 
tially all the telephone apparatus, equipment, and supplies purchased 
by the Bell System. By virtue of its position in tne Bell System, 
Western has exclusive access to the large associated company market 
and its production as a manufacturer is controlled principally by the 
needs of the operating companies. The size of this market is indicated 
by the fact that the gross book cost of investment of the Bell System 
companies in telephone plant and equipment is over $4, 250, 000, 000, 1 
which amounts to approximately 90 percent of the total gross book 
cost of telephone plant and equipment in the United States. West- 
ern’s sales of telephone apparatus, equipment, and supplies to Bell 
customers for the 11-year period 1926-36, inclusive, amounted to 
more than $2,180,000,000. 2 Western’s total sales for the same period 
were approximately $2,337,000,000. 3 

A large part of the huge investment of the Associated Bell operating 
companies reflects the cost of telephone apparatus, equipment, and 
supplies, including installation services furnished to them by Western. 
Consequently, a large part of the cost of telephone service depends 
upon Western’s prices. These prices are considered by the com- 
panies to be the basic factors in establishing or determining the fair 
value of telephone property in rate proceedings. Original cost, they 
contend, depends in a large measure upon the prices paid to Western 
for telephone apparatus and equipment at the time of purchase and 
reproduction cost upon prices in effect at the time of the inquiry. 

Rates for telephone service are under the jurisdiction oi various 
State and municipal bodies and one Federal regulatory body. The 
rate for exchange service in a single city or community may be the 
only matter in issue in a rate proceeding or a confiscation case (Smith 
v. Illinois Bell Telephone Co., 282 U. S. 133). The composition of • 
telephone plant varies substantially between different communities 
and different States. If the investment in plant and the estimated 
cost of reproduction as of any date are to be reasonable as to all 
classes of subscribers in all sections of the country over all periods, 
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1 Annual Report of the American Telephone & Telegraph Co., 1935, p. 14. 
* Exhibit 20W-C, schedule 85, and table 19, p. 59, supra. 

’ Exhibit 2090-B, table 64, p. 250, and table 19, p. 59, supra. 
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it is axiomatic that the prices charged by Western for the various 
types of plant and equipment must bear a reasonable relation to 
costs computed in accordance with sound principles of cost allocation. 

Manufacturing Costs as Shown by Western’s Records and Cost 
Accounting System. 

The following discussion is based upon an examination, by the 
investigation staff, of Western’s published accounting instructions. 
The costs of individual products computed by Western are called 
“standard shop costs,” “standard complete costs,” and “current 
complete costs.” Upon request of the commercial department, “cur- 
rent shop costs” are also computed. The standard costs, which are 
approximations of actual costs based upon estimates of material, 
labor, and the portion of overhead expenditures to be allocated to 
each product, are intended to represent costs that would obtain in a 
year of normal production. The current costs are standard costs 
adjusted for the differences between standard cost estimates and 
total current expenditures for material, labor, and overhead. The 
standard shop costs are employed in Western’s accounting system 
as the basis for (1) computing the value of transfers of manufactured 
products from the manufacturing department to the merchandise 
and other departments; (2) computing the variations between stan- 
dard cost estimates and current expenditures; (3) computing “basic 
gross profits,” which are the difference between selling price and 
standard shop costs; (4) costing inventories of manufactured prod- 
ucts; (5) determination of prices to customers, and for other purposes. 

The standard complete costs and the current complete costs are 
computed for statistical, pricing, and other purposes when required 
by the commercial and general accounting departments. 

Description of Western’s Method of Computing Costs. 

As stated above, Western computes two general kinds of cost figures, 
viz, standard costs and current costs. The standard costs constitute 
the bases for the computation of Western’s current costs. In the 
paragraphs immediately following, the successive steps taken in 
computing such costs are described: 

1. Standard shop costs . — Inasmuch as standard shop costs apply 
to specific types of products manufactured, the first step is to deter- 
mine the design of the particular product for which a standard cost 
is to be computed. This may be the design in current production, 
or it may be a modified design which is expected to put into effect 
during the period when the standard shop cost will apply. Associated 
with this selection of design is the determination of the methods of 
manufacture which are to be followed. 

Upon determination of the design and methods of manufacture, 
Western estimates the following cost elements or cost factors: (1) 
direct labor; (2) indirect labor (labor increment); (3) expense load- 
, ing (labor load); and (4) material. Direct labor consists of two 
main elements, classified as basic labor cost, and nonbasic labor 
cost. The former includes all wages paid for manufacturing opera- 
tions by machine or hand which are necessary to change the form, 
advance the stage of manufacture, convert, or repair the particular 
product, including inspection directly applied to either processed or 
finished material to insure that the product meets the specific re- 
quirements. Nonbasic labor cost includes payments for set-ups, 
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limited piece rates, machine or tool trouble, tool try-outs, repair of 
defectives, etc., including wages paid for border-line occupations, such 
as crane operators, counters, dispatchers, porters, truckers, and others 
permanently assigned to production centers. Nonbasic labor cost is 
included in direct labor through the application of standard percent- 
ages to basic labor. “Basic” and “nonbasic” labor together comprise 
“direct labor.” 

Western's indirect labor cost or “labor increment” is determined 
bv the application of “labor increment” rates to basic labor. These 
“labor increment” rates provide for the inclusion in standard cost of 
certain wages that are paid to direct labor employees and other re- 
lated costs incurred which are considered as applying generally to 
broad classes of products. The wages and other related costs thus 
recovered through the application of the labor increment rate include 
vacation pay and other pay allowed for absences, overtime allowances, 
minimum-earnings allowances, pay allowed for time spent on em- 
ployee representation, excess of payments over piece rates, benefit 
and termination allowances, provisions for nonemployment insurance 
and pension accruals. The sum of “direct labor” and “indirect 
labor” constitute the “labor” element of “standard shop” and 
“standard complete” costs. 

Western's practice of including “nonbasic labor” and “labor in- 
crement” in “labor” rather than in overhead expense is contrary to 
customary practice throughout the manufacturing industry. This 
feature of Western's cost accounting obviously tends to overstate 
actual direct labor with an equivalent understatement of overhead 
charges as compared with those of manufacturers who follow other 
practices. 

The expense loading is computed at a rate established for the pur- 
pose of prorating to the product a proportionate share of the normal 
manufacturing expenses estimated on a basis of total normal produc- 
tion and normal efficiency. The expense loading is determined by 
dividing the total estimated manufacturing overhead expense by 
total normal labor hours, producing an estimated amount of over- 
head expenses per labor hour. The manufacturing expenses to be 
recovered through the expense loading include depreciation of plant, 
taxes, all other works overhead, manufacturing department head- 
quarters expense, and engineer of manufacturing expense. The esti- 
mated normal labor hours used in computing the expense loading 
rates are determined as follows: Estimates are made of maximum- 
capacity hours based upon a maximum capacity of machine and 
bench positions available for use, predicated upon operation of the 
plant upon a single-shift basis for a standard week. In instances 
where the established shop practice is to operate on other than a 
single-shift basis, maximum capacity labor hours are based upon the 
method of operation. Estimated normal labor hours are then de- 
termined by reducing maximum-capacity hours for (a) the time 
which the machine and bench positions are not operated due to such 
causes as renewing supply of material, machine breakdowns, machine 
adjustments, vacations, holidays, normal absence, repair of tools and 
equipment, and other interruptions and delays which prevent full- 
time operation; and ( b ) unbalanced capacity of equipment as indi- 
cated by the smallest machine capacity for output of parts or by 
the fewest available assembly machine or bench positions producing 
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bottleneck conditions. Total normal production thus determined is 
then reconciled with the sales department’s normal based upon cus- 
tomer’s requirements. 

The material-cost estimates include all materials which enter into 
the product, or which contribute to the fabrication of the product, at 
standard cost less normal scrap at standard scrap cost. In certain 
cases raw materials, because of the small quantity used per job or 
the nature of the material, are considered expense supplies and are 
recovered through the standard expense loading. Standard material 
costs are estimated at levels representative of the average cost antic- 
ipated for the period during which the standard costs are to be in 
effect. 

Additional cost elements are included in standard shop costs by 
increasing the factors described above through the application of 
standard percentages. These standard percentages are intended to 
cover (1) excess of quantity of material used over the quantity 
«pe$cified in the manufacturing lav-out or design, calculated as a per- 
centage of the material cost; (2) loss from defective work and errors, 
not previously considered, changes in design, and other merchandise 
losses; and (3) preliminary packing. These last two are calculated 
as a percentage of all preceding costs. 

In considering Western’s standard shop costs, the possibility of 
divergence from actual cost is apparent from the number of factors 
involved and the method of estimating and applying the various 
factors and percentages. Approximate current shop costs are 
estimated for the use of the commercial department by adjusting 
standard shop costs for (1) a pro rata share of the total “operating 
surplus” (the difference between standard cost estimates and total 
expenditures for labor and manufacturing overhead) for the respective 
class of product 4 to which the surplus is considered applicable; (2) a 
pro rata share of the “current underrun” (or overrun) on materials 
(the difference between standard and actual costs of purchases) con- 
sidered applicable to the particular class of product; and (3) merchan- 
dize inventory revaluations and reserves. The determination of 
standard shop costs constitutes the first step in the computation of 
current complete costs. 

2. Standard complete costs . — The second or intermediate step in 
the computation of Western’s current complete costs consists of the 
addition to standard shop cost of (1) standard distribution expense; 
(2) standard development expense; and (3) royalties paid. Distribu- 
tion expense covers merchandising, distributing, and general expenses. 
Development expense covers the cost of experimental work, research, 
current development, engineering, and patent activities. Royalties 
paid are to be included as a specific item of cost in establishing selling 
prices. 

Standard distribution expense is generally expressed as a percentage 
of standard shop costs, but m a few instances it is stated as a percentage 
of some other base. The standard distribution expense rates vary 
for the different main divisions 5 of Western’s products. Currently 
(1936) they vary from a low of 4.5 percent for lead-covered cable to 
a high of 23.5 percent for AH apparatus (apparatus returned by 

* The classes arc apparatus and equipment, lead-covered cable, and supplies. 

* Classes for distribution loadings are lead-covered cable, drop and other rubber-covered wire, installation 
and equipment specifications, AH apparatus, other apparatus and equipment, and supplies. 


Digitized by CjOOQle 



INVESTIGATION OF THE TELEPHONE INDUSTRY 287 


customers and repaired or converted by Western for reuse). In 
both of these instances the rate is applied to standard shop cost. 

Standard development expense is applied in the same manner as 
standard distribution expense, and in all instances, the rates are 
expressed as a percentage of standard shop cost. Current rates 
(1936) for standard development expense, fixed for the different 
main classes of the equipment and apparatus, 6 vary from a low of 1.5 
percent for cable and wire, and AH apparatus, to a high of 17.5 
percent for * ‘other apparatus and equipment.' ' 

3. Current complete costs . — The last step in Western's computation 
of costs of individual products is the determination of current com- 
plete costs. These costs are computed by applying what Western 
designates as “over-all variations" to the factors comprising standard 
complete costs. Over-all variation percentages are computed for broad 
classes of products, and these percentages are employed for the purpose 
of allocating to the numerous specific products, within each general 
class, a pro rata share of the differences between standard cost and 
total current expenditures. The over-all variations thus allocated 
to specific products include (1) a pro rata share of the “operating 
department's surplus" considered applicable to the particular product 
class; (2) a pro rata share of the “distribution expense surplus" 
considered applicable to the particular product class, and (3) a pro rata 
share of the “development expense surplus" considered applicable 
to the particular product class. The operating department's surplus 
represents the difference between standard costs and total current 
expenditures for material, labor, and overhead, including inventory 
revaluations and reserves. The distribution expense surplus is the 
difference between standard distribution expense and total current 
merchandising and general expenses. The development expense sur- 
plus is the difference between standard development expense and total 
current expenditures for development. 

Cost charts, Nos. 10 and 11, pages 289 and 290, illustrate the manner 
in which the over-all variations between standard costs and current 
expenditures for material, labor, and manufacturing overhead (labor 
load), and between standard and current distribution and develop- 
ment expenses are included in Western's current complete costs of 
specific products. These over-all variations as stated above are ap- 
plied by the use of over-all ratios or percentages computed for broad 
classes of products. Western reported two methods of applying the 
standard shop cost variations. One method applies total variations 
for material, labor, and manufacturing overhead to the standard 
shop cost as a base; the other applies each over-all variation to its 
corresponding element of cost as a base. Under both of these methods 
of computing current complete costs the variation factors applied to 
the cost of a particular product are based on the over-all manufacturing 
results of Western's production of an entire class of product, without 
relation to the results which may have been obtained for a particular 
product included in the class. 

At the request of the Commission, Western furnished total over-all 
variations for three principal classes of products — namely, substation 
apparatus, apparatus and equipment other than substation, and lead- 
covered cable — sold to Bell operating companies. This information 


• Classes for development loadings are cables and wires, station apparatus, sound-picture equipment 
other than vacuum tubes, outside plant and protection equipment, telephone booths, AH apparatus, and 
other apparatus and equipment. 
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was used as the basis for the computation of the over-all variation 
percentages for the years 1929 to 1936, inclusive, shown in table 49. 
These variation ratios measure the differences between standard 
complete costs and total estimated current complete costs, which 
are allocated to particular products by the application of over-all 
percentages, computed for each general class. Examination of this 
table shows wide variations in these composite percentages, most of 
which represent current costs in excess of the standards with which 
they are compared. To illustrate, the range for substation apparatus 
is from 70.1 percent in 1933 to 8.0 percent in 1929. Similarly, the 
range for other apparatus and equipment is from 97.6 percent in 1933 
to 6.3 percent in 1929. The composite percentages for lead-covered 
cable are quite different. For 2 years the percentages show estimated 
current complete costs to have been less than standard complete 
cost. The range for the period is from 29.4 percent in 1934 to a nega- 
tive 5.8 percent in 1931. The wide variations during theyears 1930 
to 1935, inclusive, may be due largely to the fact that Western did 
not revise its standard costs during that period. If standard costs 
had been revised to reflect, even approximately, current operating 
results, the variations would of course, have been much smaller. 


Table 49. — Composite over-all variations from standard complete cost for 3 main 
classes of Western's products , by years , for the period 1929-36 , inclusive , on Bell 
business 1 


Year 

Substation 

apparatus 

Other 
apparatus 
and equip- 
ment 

Lead- 

covered 

cable 

Year 

Substation 

apparatus 

Other 
apparatus 
and equip- 
ment 

Lead- 

covered 

cable 

1929 

Percent 

8.0 

12.7 
9.1 

37.7 

Percent 

6.3 

11.0 

12.9 

47.5 

Percent 

0.7 

(4.6) 

(5.8) 

19.7 

1933 

Percent 

70.1 

47.6 
26.5 

22.7 

Percent 

97.6 

80.3 

60.3 

40.6 

A WtW 

10.2 

29.4 

4L8 

20.8 

1930 

1934 

1931 

1935 

1932 

1936 * 




1 Compuated from data In exhibit 1952, letters dated May 26, 1936, and Nov. 20, 1036, from R. H. Gregory 
and M. L. Lombard to the Federal Communications Commission, and Western’s accounting circulars. 

1 From Comment No. 24, submitted to Federal Communications Commission by American Telephone A 
Telegraph Co. on Commission exhibit 1952, p. 37. 

As previously stated, the composite variation percentages shown 
in table 49 are the results obtained by applying total net variations 
between standard and actual cost estimates to standard complete 
costs. The component variations contained in each composite per- 
centage are partly cumulative and partly compensating. For example, 
in the case of substation apparatus 7 for the year 1933 the labor and 
expense loading variation was a deficit amounting to 77.1 percent of 
standard shop cost; the variations in development and distribution 
loadings were also deficits amounting to 6.5 and 15.8 percent, respec- 
tively, of standard shop cost, and the variations between standard 
and actual cost of material, and for shrinkage and other merchandise- 
loss recoveries were surpluses of 4.6 and 10 percent, respectively, of 
standard shop costs. In the case of other apparatus and equipment • 
for the same year, all variations were the same as those for substation 
apparatus with the exception of the development loading deficit, which 
amounted to 42.7 percent of standard shop cost. In the case of lead- 

1 Wisconsin Telephone case, 2-U-35, exhibit C-347-3. 

• From letter of K. H. Gregory to Federal Communications Commission, dated May 36, 1036. 
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-covered cable for 1933,® the deficits in labor and expense loadings, 
development loading, and distribution loading, amounted to 37, 3.4, 
and 11.1 percent, respectively, of standard shop costs. These deficits 
were largely offset by the surplus arising from the variation between 
standard and actual costs of material, which amounted to 40.9 percent 
of standard shop costs. If the variation in each element of cost were 
expressed as a percentage of the standard cost of that element alone, 
rather than as a percentage of the standard shop cost, the individual 
variation percentage would, of course, be substantially greater on 
account of the reduction in the base. 

Becent Changes in Western’s Manufacturing Procedure Which 
Directly or Indirectly Affect Costs. 

Since the initiation of the special telephone investigation, changes 
have been made by Western in certain features of its manufacturing 
organization and procedure, which directly or indirectly affect the 
accounting for manufacturing costs. These changes are pointed in 
the direction of supplying information for better control of manufac- 
turing costs. Depreciation rates have also been adjusted downward 
in certain instances. 

(1) Changes in methods of applying certain cost variations. — Any 
changes in methods of computation of costs must be authorized by 
certam designated company officials. A change was made early in 
1936, with particular reference to the method of applying current 
operating variations. The prior method in most cases consisted of 
applying variations for each element of shop cost to the standard shop 
cost as a whole. The new method changed this procedure to one 
whereby the variation in each element of shop cost is determined and 
distributed with respect to that particular element of cost only. 

(2) Revision oj bulletin or published standard shop costs. — After a 
6-year interval a new schedule of standard costs was made effective 
as of January 1, 1936. A method was adopted for estimating “normal 
annual labor hours of opera tion” for 1936, which differed considerably 
from the corresponding method which had been used in 1930. In 
determining normal hours for the loading rates as of 1930, the account- 
ing department at the Hawthorne works took the direct labor hours 
worked during the last quarter of 1928 and multiplied them by 4 to 
reflect operation for a full year and used the results as the “normal 
annual labor hours” of operation for loading rate determination for 
1930. The other works used similar procedures for their 1930 
estimates. These figures, which were broken down by production 
departments, or centers, were used throughout the 6-year period 
1930 to 1935, inclusive. 

In preparing the corresponding estimates for 1936 the following 
method was adopted: Normal labor hours, on the basis of a 48-hour 
week, were estimated by the engineer of manufacture from computa- 
tions of expected machine activity for the year 1936 for each depart- 
ment or production center. The figures were then adjusted to an 
operating week of 36 hours which was expected to be in effect. Follow- 
ing concurrent consideration of output on this “normal annual labor 
hour” basis and of the sales department estimate of normal based on 
customers’ requirements, it was thought that the estimate on the 
“normal annual labor hour” basis was too high in view of expected 

• From letter of M. L. Lombard to Federal Communications Commission, dated November 20, 1036. 
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1936 requirements, and a reduction of 5 percent in total was ordered 
by the New York office of Western. 

(3) Reorganization oj Hawthorne and Kearny works on a product shop 
basis . — The operations of Western have been conducted under two 
general types of departmental lay-outs. The one is the functional 
type, wherein manufacturing equipment of a given kind has been 
grouped in one department, such as punch presses, screw machines, 
drilling machines, etc. Examples of a functional type of departmental 
lay-out at the Hawthorne plant of Western are: Department 6338, 
light and medium punch press department; department 6337, 
automatic screw machine department; department 7219, phenol- 
plastic molding and finishing department. 

The other is the “product shop” type of factory lay-out, wherein 
a department containing a variety of machines, assembly benches, etc., 
completely produces a given product or line of products. Examples 
of the product-shop type of factory lay-out are: Lead-covered-cable 
and rubber-covered-wire departments of the Point Breeze works, and 
the telephone-handset department of the Hawthorne works. During 
the early history of the company much of the manufacture was carried 
on with the product-shop type of factory lay-out, but as time went on 
this was largely replaced by the functional type of organization. 
However, the Point Breeze works, the most recently constructed, has 
always been operated on a product-shop basis. 

Recent changes in the type of lay-out and organization have been 
made both at the Hawthorne works and the Kearny works. On 
January 27, 1936, the Kearny works was ordered to be reorganized 
into product shops. On March 1, 1936, the Hawthorne works re- 
ceived a similar order to reorganize into product shops insofar as 
certain products were concerned. Two main divisions were estab- 
lished in each instance; one to be responsible for the manufacture of all 
station apparatus, cable and wire products, the other for the produc- 
tion of central-office equipment and related auxiliary equipments 
The work of each division was divided into a number of self-contained 
product shops. At the same time, certain activities of a service 
character are handled on a functional basis, even at a plant like Point 
Breeze, which is entirely organized on the product-shop type of 
department. These service functions include employee-relations 
work, the operation of the restaurant, hospital facilities, administra- 
tion of the pension plan, and others. 

(4) Revision oj cost-control reports . — Following the change in factory 
lay-out organization from the functional to the product-shop type, 
the manufacturing department of Western instituted a new form of 
cost-control report which would enable the management to follow 
more closely the operating results by product shops and by product 
classes. The general objectives were to allocate to the various 

} >roduct shops the classes of expense which were directly incurred 
or them and to record all essential data regarding cost, expense, and 
other operating results in a manner which would enable the manage- 
ment to keep informed regarding the operations of each shop and the 
trend of activity and performance week by week. The revision of 
the cost-control reports does not yet allocate directly to the product 
shops all the elements of expense which are incurred for them, as. 
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for instance, the engineer of manufacture expense, which is still 
distributed more or less uniformly over all products. With the pro- 
duct form of organization a considerable portion of the engineer of 
manufacture force is assigned directly to each of the product shops,, 
and it is understood that Western is planning to allocate to each shop 
the portion of this expense assignable to it. 

Manufacturing development expense which applies to several 
classes of product will continue to be spread over all the products 
on a more or less uniform percentage basis. 

Redaction in Depreciation Rates. 

Western has also made a change in the depreciation rates used 
in determining the depreciation expense to be included in the calcula- 
tion of loading rates. This change consists of a decrease from the 
former composite rate of 9.3 percent to a present rate of 7.5 percent. 
Western officials explain the existence of a 9.3-percent rate used 
in the 1936 bulletin cost as the equivalent of that provided for by 
the annual rates specified in the sixth edition of the Uniform Account- 
ing Manual for the Electrical Manufacturing Industry, which were 
prescribed under the “Code of Fair Competition for the Electrical 
Manufacturing Industry” under which the company was operating 
in 1934. The 7.5 percent depreciation rate was determined by 
actuarial studies of the service life of Western’s machinery as limited 
by wear and tear and obsolescence, supplemented by engineering 
opinion. As subsequent standard costs are revised by main classes 
of products, loading rates will be changed to provide for depreciation 
of machinery at the average rate of 7.5 percent instead of 9.3 percent. 

Analysis of Western’s Accounting Methods and Cost Computations. 

As previously stated, the relationship between Western, the Asso- 
ciated Bell companies, and the American Co. are such as to permit 
the American Co. to occupy the position of sole arbiter of the prices 
at which Western sells and associated companies buy Western prod- 
ucts. It has been stated that if regulation is to be effective and rates 
are to be equitable as to all companies and all subscribers, the prices 
charged by Western for each item of telephone equipment must bear 
a reasonable relationship to cost of producing that item. It neces- 
sarily follows that costs must be accurately determined according to 
sound cost accounting principles. The following discussion is devoted 
to pointing out some of the reasons why Western's methods of account- 
ing for and computing costs may not afford a satisfactory basis for 
testing the reasonableness of Western's prices for any particular prod- 
uct in any particular period. 

Western's accounting is extremely decentralized. In addition to 
the corporate books, the company maintains 31 separate sets of sub- 
sidiary books. These records are supplemented by a voluminous 
system of reports, which in many instances are part accounting, part 
statistical, and part management in nature, are often at variance with 
the accounts; and are frequently not cohesive in their interrelation. 
The large number and constantly changing character of these reports 
add to the difficulty of making an accurate determination of the cost 
of any of Western's products. An indication of the volume of reports 
prepared by Western's manufacturing department alone may be 
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obtained from the following excerpt from the minutes of the 
Manufacturing Accounting Conference, of March 1930: 10 

Information was submitted to the conference which indicated that the number 
of standard reports in the manufacturing department is as follows: 


Number of reports 3, 470 

Number of reports each year 432, 608 


It was agreed that accounting superintendents should have made efforts either to 
eliminate, change, combine, or reduce detail in reports received by them. 

Under Western’s method of accounting, raw material and stocked 
supplies are not recorded in the material accounts at actual cost but 
instead are entered at standard cost. Differences between standard 
and actual costs of purchases are entered in a number of subaccounts 
without regard to the individual purchases. The net total differ- 
ences thus accumulated in these subaccounts are grouped according 
to each general product class and used by Western to compute the over- 
all variation percentages which are applied to the standard cost of each 
product, in the respective class, to produce an estimated current cost. 
As a result, the identification of actual cost of material is lost. This 
method makes it impossible to determine, from either the general 
books or the cost accounting records, the actual cost of the material 
in any particular product and compels reliance on an approximate 
figure computed from the cost of many materials other than those 
entering into the product under consideration. 

Another objection to Western’s methods of accounting for and com- 
puting costs arises from the manner in which it accounts for manu- 
facturing overhead expense. In estimating standard costs, Western 
computes its standard overhead loading rates on the basis of normal 
production capacity of the manufacturing department, reconciled to 
the sales department’s estimate of normal based on customers’ 
requirements. 11 

In estimating current costs, Western allocates to each product, 
by means of overall variation percentages, a share of the difference 
between (1) the “normal” manufacturing overhead expenses included 
in standard shop and complete costs through expense loadings, and (2) 
the total manufacturing overhead expenses incurred during the ac- 
counting period. No consideration is given to the fact that some of 
those expenses in periods of subnormal production (such as from 1931 
to date) are incurred in connection with idle plant which contributes 
nothing tow r ard the production of the goods actually produced. Cer- 
tain fixed manufacturing overhead expenses, such as depreciation, in- 
surance, taxes, maintenance, etc., do not vary directly with fluctua- 
tions in the volume of production. It is generally considered illogical, 
from the cost accounting viewpoint, that goods produced during a 
period of low production should bear any portion of the manufactur- 
ing overhead expenses incurred in connection with shops, machines, 
and other plant which were not used in producing those goods. Re- 
gardless of the volume of production, the costs of goods produced 
should include no greater or less portion of manufacturing overhead 
expenses than they would if production were normal. This principle 
of cost accounting is generally recognized throughout the manufac- 
turing industry and is advocated by the National Electrical Manufac- 

10 See exhibit 2106, appendix I, sheet 9. 

11 "Normal capacity” should be the capacity deeired available after allowing for normal idleness due to 
set-ups. break-downs, holidays, etc. 
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turers’ Association, of which Western is a member. The abridged 
edition of the Uniform Accounting Manual for the Electrical Manu- 
facturing Industry, prepared by the association’s committee on uni- 
form recounting, of which Western’s comptroller was a member, and 
published under date of May 1936, recommends the following treat- 
ment of manufacturing overhead expenses in constructing current 
costs: 


* * * Thus current shop cost is constructed as follows: Direct tnaterial, 

standard cost adjusted to current actual cost; direct labor, standard cost adjusted 
to current actual cost; shop overhead, normal allowance; shop losses, normal al- 
lowance (if treated separately from shop overhead) (sec. 505). 

Western’s practice of including nonproductive overhead expenses 
in its estimates of current costs is based upon the theory that all 
overhead expenses of any year are part of the cost of the product 
manufactured in that year; and, as a result, these costs are wholly 
unreliable as a measure of the efficiency of Western’s plant or as a 
basis for testing the reasonableness of its prices, as reflected in the 
investment of the operating companies in various classes of telephone 
plant at various times, or in estimates of reproduction cost of the 
same plant. 

This theory finds application not only in Western’s estimates of 
current shop and complete costs of individual products, but also in 
the preparation of its published statements. For this reason, West- 
ern’s reported profits from sales provide no better evidence of the 
reasonableness of Western’s prices as a whole than its estimated 
current costs provide for individual products. In stating profits 
from sales, all expenses incurred during the accounting period (giving 
effect, of course, to changes in inventories) with the single exception 
of interest, are treated by Western as cost of sales. Obviously, the 
cost of sales, as computed by Western, includes the effect of inventory 
revaluations, income taxes, merchandising and general expenses, and, 
of course, manufacturing overhead expense not applicable to the goods 
sold. 12 

In regard to the treatment to be given manufacturing overhead 
expenses incurred during the year but not chargeable to the goods 
produced, the National Electrical Manufacturers’ Association, m its 
Uniform Accounting Manual, states: 

Normal rates of shop overhead should be used in making charges for indirect 
manufacturing expenses to the cost of production * * *. The use of these 

normal rates will inevitably lead to variances from actual expenses. * * * 

There are several ways by which these variances may be treated in the accounts. 
One * * * is to show the unabsorbed expenses on the current balance sheet 

under the heading “Deferred charges.” * * * 

At the end of the fiscal year the balance may be charged or credited, as the 
case may be, to earned surplus account or allowed to stand. If, however, an 
unabsorbed balance is allowed to stand as a deferred charge, R is desirable to 
set up a reserve from surplus of like amount (sec. 301-302). 

It is undoubtedly advantageous to Western, and to the Ameiican 
Co. and the associated operating companies as well, to treat all ex- 
penses incurred by Western during a particular year as part of the 
cost of goods manufactured in that year. By so doing, in periods of 
general business depression which slow down the rate of growth of 


u An unusual feature of Western’s accounting system is that no sales or cost of sales accounts are main- 
tained. The amount of sales is derived from reports prepared from billings to customers. Cost of sales Is 
determined by deducting from the sales thus derived the amount of profits independently obtained by relat- 
ing sales to standard shop cost of products sold to arrive at basic gross profit, and adjusting this amount by 
current variations, inventory revaluations, and all other costs with the exception of interest. 
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telephone plant and Western's rate of production when prices in 
general are low and there is likely to be agitation for reductions in 
telephone rates, Western’s relatively high estimates of current costs 
can be pointed to in support of estimates of reproduction cost of tele- 
phone plant. Moreover, it is obvious that in the period 1931 to 1935 
Western increased its prices to recover at least in part these overhead 
expenses incurred, which are considered by the special investigation 
staff not properly chargeable to cost of production during that period. 
For example, Western’s net profit for the year 1936, when production 
was substantially less than half of capacity, amounted to approxi- 
mately 10 percent of its net investment. If nonproductive overhead 
expenses were eliminated from cost of sales, and the result related to 
the value of plant actually used in producing the goods sold, it is 
evident that the rate of return would be far greater. 

That the infirmities in Western’s cost accounting system are recog- 
nized by certain accounting officials of the Western Electric Co. is 
exemplified in the following statements: 13 

* * * the fact that our highly expensive cost and accounting system failed 

even to approximate during the year the actual results raises a serious question as 
to the reliability and adequacy of the entire set-up under which we have been 
working for years. 

* * * we are giving serious consideration to the underlying fundamentals. 

While we are not prepared at this time to present our recommendations, some of 
the questions requiring Careful consideraton are: Should not our cost and account- 
ing system not only tell us the amount of the investment and the results by plants, 
but also in such detail as will enable the management to put their fingers on the 
departments responsible for the high investment or unwarranted deficits? 

I have been giving considerable thought to the matter of the preparation of the 
current-cost information for our cost-trend charts and it appears to me that the 
accuracy derived from the special analysis made by subjects has been smothered 
in the over-all spread of the difference between figured and book surplus. 

Cost Study by the Investigation Staff. 

The previous discussion has dealt with certain cost accounting 
methods and practices followed by Western. It is clear that Western's 
cost-accounting methods do not provide for the elimination in deter- 
mining current costs of that portion of the overhead cost resulting 
from presently nonproductive capacity. It was recognized that no 
cost-accounting system will provide the actual cost of any particular 
item or class of product, since the determination of such actual item 
or class cost involves the allocation of costs incurred for many items 
jointly, and most systems of allocation of such common costs involve 
the use of arbitrary formulas based on judgement. It was considered 
possible, however, to reduce the inherent distortion in cost estimates 
through a more correct treatment of certain costs which arise from 
idle plant capacity in years of low production, by distributing manu- 
facturing overheads to individual products as nearly as practicable 
in proportion to the actual use made of machinery and plant in 
producing those products. A study was undertaken by the special 
investigation staft to determine costs which would, in the opinion of 
the staff, reflect better treatment of costs relating to production 
capacity not currently in use and include other adjustments consid- 
ered to be necessary by the staff to conform to generally accepted 
principles of cost accounting. The purpose of the study was to deter- 
mine costs which could be considered maximum reasonable costs for 

u See letters from S. W. Murk land to E. H. Gregory and from A. O. Scberr to J. M. Stahr, dated May 14 . 
1080 and Sept. 17, 1930, respectively. 
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the year 1936. Such costs as this study developed will be hereinafter 
designated “maxnorm" costs. Western's ba&ic records were the 
foundation of the study, supplemented by information developed 
from independent studies. These latter determinations consisted of 
eliminating certain nonrecurring items of expense, making certain 
adjustments in Western's costing methods and in certain percentage 
factors established and applied by Western in its computation of 
standard and current costs. By several conferences between Western 
officials and Federal Communications Commission engineers, the 
desired data were clearly defined and Western suggested means for 
determining, from its underlying records, such current cost elements 
as would lend themselves to the objective of ascertaining costs under 
the methods adopted by the investigation staff. 

The elements used to determine these costs were (1) current material 
costs; (2) current labor costs; and (3) average overhead expense 
during a 9-year period (1927 to 1935, inclusive) considered to be 
representative. The technique of developing these costs, and com- 
parison of these costs with Western's costs of record and other perti- 
nent aspects of “maxnorm" costs are set forth in the following dis- 
cussion. 

Method of development of “maxnorm” costs . — Due to limitations as 
to time and money, it was impossible to make a study of each of 
the items produced by Western. Certain items were selected as a 
representative sample for the purpose of the studies. The final list 
totaled 61 items, of which 34 were manufactured at the Hawthorne 
Works, 13 at the Kearny works, and 14 at the Point Breeze works. 
This list represented a carefully selected sample of Western products. 
It included subscribers' telephone sets, central office switchboard 
parts (both manual and automatic), wire, lead-covered cable, relays, 
coils, resistances, etc., typical of the principal classes of an operatmg 
telephone plant, and representing as well a large percentage of West- 
ern's production. The items selected for study represented approxi- 
mately 50 percent of all classes of items pertaining to the same general 
types of equipment produced by Western and approximately 25 per- 
cent of Western's total production of telephone apparatus, equipment, 
rubber-covered wire and lead-covered cable, as measured by the first 
10 months' production of 1936. This sample was considered repre- 
sentative, both as to quantity and type, for the purpose for which 
it was used. 

In selecting the 9-year period 1927 to 1935, inclusive, consideration 
was given to the fact that it included four so-called prosperity 
years, or years of high production, 1927 to 1930, inclusive; 4 so-called 
depression years, 1932 to 1935, inclusive; and 1 average year, 
1931. It was considered that the 9-year period selected afforded a 
good cross-section of activity and operating results which could be 
taken in the absence of definite information as fairly representative 
of Western's performance and of the relation of the volume of produc- 
tion to plant and organization capacity. This assumption is statis- 
tically supported by the fact that the average of Western's net sales 
over this period amounted to $214,000,000 annually in contrast to 
average annual net sales of $209,000,000 over the 20-year period 1916 
to 1935, inclusive. 14 This comparison does not take into account the 

m Western, in setting up normal expense elements for determining Its 1986 bulletin costs, used averages 
for tbe 7-year period, 1928-84, inclusive. 
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large increase in plant capacity during the 20-year period and its 
effect on the production which might be considered as normal in 
the later years. 

The costs determined in this study reflect current material costs, 
current labor costs, and average overhead expenses of a recurrent 
and normal character. The overhead cost per unit of product estab- 
lished on this basis would be somewhat higher than overhead costs 
per unit of product established on the basis of costs incurred in a 
particular year when business is good and the volume of production 
is above average. Conversely, these overhead costs per unit of prod- 
uct would be lower than overhead costs per unit of production estab- 
lished on the basis of costs incurred in a particular year when 
business is poor and the production volume below average. These 
differences may have important effects on estimates of reproduction 
cost as of any particular date or year for any particular telephone 
property. 

(1) Material costs: In determining material costs incorporated in 
the maxnorm costs, the only deviation from Western’s procedure in 
setting up its 1936 standard costs was to use invoice prices as cur- 
rently reported by Western instead of the prices estimated by Western 
in its bulletin costs. 

(2) Labor costs: In determining labor costs incorporated in the 
maxnorm costs, Commission engineers followed a procedure funda- 
mentally similar to Western’s method of determining standard 
(bulletin) labor costs. The identical cost elements are used in both 
instances and no attempt was made to change Western’s basic piece 
rates. The difference between maxnorm labor costs and Western’s 
current labor costs is stated to be that the maxnorm costs include 
average actual labor cost for individual items, to which is applied a 
historical average labor increment, 16 whereas Western’s current labor 
cost is based upon estimates of what is believed will obtain with respect 
to labor rates and other manufacturing conditions over a normal 
period during which the standards are to be used, to which is applied 
the standard labor increment and also a “current variation” reflecting 
the difference between standard and actual labor costs. In response 
to a request from the Federal Communications Commission to deter- 
mine the actual current labor cost comparable to the standard labor 
cost (excluding labor increment), Western computed the “average 
actual labor cost” for each operation involved in the manufacture of 
the 61 selected items. 16 This “average actual labor cost” is referred 
to as “valid” labor cost. These costs, which Western alleged are the 
most credible results possible of determination under its present 
system of cost accounting, were accepted as the basis of maxnorm 
labor costs. They include both basic 17 and nonbasic 18 labor costs but 
exclude the labor increment. 

is Expense variously considered as direct or overhead but charged into direct labor cost of Western, such 
as vacations, sickness, time off, enforced absence, disability, overtime allowance benefits, pension accruals. 
Industrial Relations Committees’ time, etc. 

i« In determining these costs, Western established the relationship between actual labor costs involved in 
manufacturing certain products during the first 8 months of 1936, and the standard labor cost of the same 
products. The factors thus established were used by Western to adjust the standard labor costs for the 61 
selected items to the level termed by Western as “average actual labor cost.” 

n Basic labor (Western) the productive labor necessary to perform manufacturing operations, developed 
by piece-rate studies or operation-cost estimates on rated employees. 

>• Nonbasic labor (Western): Expense such as “supervision” and “service labor” when permanently 
assigned to productive departments, variously considered as direct labor, indirect labor, or overhead by 
different manufacturers. 
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The historical labor-increment ratio which was applied to Western’s 
valid labor costs to develop maxnorm total labor cost was determined 
from Western’s actual charges in the respective works in which the 
selected items were manufactured. This historical average labor- 
increment ratio covered the 9-year period 1927 to 1935, inclusive, for 
Hawthorne and Kearny, and 1931 to 1935, inclusive, for the Point 
Breeze works. 

(3) Overhead expense: There are two types of overhead expenses 
accumulated by Western; namely, headquarters expense and works 
manufacturing expense. Headquarters expense consists chiefly of 
the following: Manufacturing administration, engineer of manufac- 
ture, research and development, and distribution. Included in 
works manufacturing expense are fixed charges, such as depreciation, 
taxes, and insurance ; and variable charges, such as salaries and expense, 
wages, changes and repairs, supplies and expense tools, works adminis- 
tration and accounting, industrial and public relations, etc. 

In establishing standard shop cost, that part of headquarters ex- 
pense consisting of manufacturing administration, engineer of manu- 
facture, and works manufacturing expense are added by Western as a 
percentage of direct labor costs. The cost items of research and 
development and distribution are distributed, in general, as a per- 
centage of standard shop cost. In the determination of maxnorm 
costs, special-investigation engineers included a part of the research 
and development cost with those overheads distributed on a labor- 
time basis as subsequently discussed. 

In determining maxnorm overhead expense, loading rates per hour 
representing the average of actual results obtained by Western during 
the 9-year period 1927-35 at the Hawthorne and Kearny works and 
during the 5-year period 1931 to 1935 at the Point Breeze works 
were developed. Examination disclosed that Western does not em- 
ploy the same method of distributing costs at all three works. The 
method in use at the Point Breeze works excludes incentive allowance 
from operation-work times, whereas at the Hawthorne and Kearny 
works the incentive allowance is included. In view of the fact that 
the inclusion of any factors other than operating times in the estab- 
lishment of loading rates inevitably results in overabsorption or under- 
absorption of actual overheads against actual hours worked, the times 
used by Commission engineers excluded incentive allowances at all 
three works. 19 The loadmg rates so determined were applied to the 
maxnorm working hours so as to reflect the actual expense experience 
for the actual hours worked. 

The investigation engineers adopted the “labor time” basis for 
distributing the shop overhead cost between the various products con- 
cerned. When this basis of distribution is used the total shop over- 
head for each production department or production center is divided 
by the number of productive hours of basic labor employed in it. 
The resultant hourly overhead cost rate is then applied to the hours of 
basic labor expended on each product in order to arrive at the amount 
of shop overhead cost assignable to each product. Upon request, 
Western computed the valid labor times for all of the operations involved 
in the manufacture of the 61 selected items. It seemed advisable 

» Western apparently recognized this principle in costing methods in that this method is effective in the 
Point Breeze works. 
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to make an independent check of these times. This was accomplished 
by a time-study staff organized for this purpose. Time was not 
available to verify labor time for all of the operations in the fabrica- 
tion of the selected items. Accordingly, the sampling method was 
resorted to and the modal average time ratio 20 was computed for each 
works, based on a sample considered to be representative. This 
ratio was then used as a basis for adjusting the operation time as 
reported by Western for all of the operations on the selected items 
manufactured at each of the works. 21 These adjusted labor time 
figures were used by special investigation engineers as a basis for 
distributing overhead costs as between the different products in- 
cluded. 

An accepted logical basis for the allocation of overhead expense 
is a time factor such as machine hours of operation or direct labor 
hours. Due to the fact that the information available from Western's 
records was not sufficient to permit the determination of machine- 
hour rates, labor-hour rates were used for the allocation of maxnorm 
overhead expenses in the several works of Western. 

Depreciation rates used by Western in computing its standard costs 
were adjusted by the investigation engineers on a basis different from 
that used with respect to other overhead costs. Depreciation of 
machinery and service equipment was computed on Western book 
values at rates determined by Western's chief statistician as the result 
of actuarial studies. The rate for buildings was taken from the rates 
recommended by the Bureau of Internal Revenue for various classes 
of buildings. The actual reserve accumulated on the company's books 
was considered in determining the annual rate used for buildings, 
machinery, and service equipment in the maxnorm study. Average 
actual depreciation charges made by Western were used with respect 
to small tools and patterns and furniture and fixtures. 

(4) Development expense: In the determination of maxnorm de- 
velopment expense, consideration was given to a segregation of this 
expense into “development and research" and “current engineering." 
The first classification concerns expenses incurred in the development 
of anticipated or future products. The second classification concerns 
expenses incurred in connection with products currently or previously 
manufactured. The Bell Telephone Laboratories furnished a break- 
down of Western's part of its development expense for the years 1927 
to 1935, inclusive. To the average of expenses for this 9-year period, 
concerned with current engineering, there were added average expenses 
by Western at its works properly chargeable to the development. 
These average expenses, without eliminations, were accepted as the 
maxnorm averages for these two classes of development expense. 

The expenses incurred in connection with current engineering were 
allocated to shop departments on the basis used by Western in allocat- 
ing its 1936 normal engineer of manufacture expenses. That part 
of the development expense classified “development and research" 
was allocated by merchandise classes as a percentage of total shop 
cost of the complete apparatus, by methods paralleling Western's 
present methods of setting its distribution rates. 

The modal average is the most frequently occurring measurement in a frequency distribution derived 
from a series of measurements. 

The detailed methods employed in making time studies and in computing the several ratios for the 
selected items of telephone apparatus and equipment produced at the Hawthorne, Kearny, and Point Breeze 
works are presented in exhibit 2106, ch. 3. 


Digitized by v^ooQie 



INVESTIGATION OP THE TELEPHONE INDUSTRY 


301 

(5) Distribution expense: In the determination of maxnorm dis- 
tribution expense, substantially the same procedure was followed as 
in the determination of other overhead expense. Western's actual 
expenditures were averaged for the 9-year period 1927 to 1935, in- 
clusive, and nonrecurrent and abnormal items were eliminated, in 
keeping with the practice already adopted by Western. The 9-year 
adjusted average distribution expense was prorated in accordance 
with Western's practice in setting up the 1936 standard costs. 

Comparison of Maxnorm Costs With Western’s Costs of Record. 

A review of the various elements of maxnorm costs indicates that 
Western's basic records were used in all computations, and the prin- 
cipal difference between maxnorm costs and Western's costs of record 
is represented by some reallocations of costs between elements, and 
the use of 9-vear average overhead expenses, which procedure involved 
the elimination of certain abnormal and nonrecurrent expenses. In 
order to permit detailed comparisons of Western's costs of record with 
maxnorm costs in all of their elements for each and every piece part 
and assembly studied, a detailed record 23 was set up to show com- 
parisons between Western's standard and current costs with maxnorm 
costs. 

A summary of these cost comparisons indicates that Western's 
standard shop costs ranged from 57.3 to 129 percent of maxnorm shop 
costs, Western's current shop costs ranged from 62.8 to 149.3 percent 
of maxnorm shop costs, and Western's current complete costs ranged 
from 70.9 to 163 percent of maxnorm complete costs. For 22 of the 
61 items, maxnorm shop costs exceeded Western's current shop costs, 
and in 12 instances maxnorm complete costs were greater than West- 
ern's current complete costs. Western's average selling prices, in 
1936, for these 61 items, ranged from 73.9 to 328.4 percent of Western's 
current complete costs, and from 74.8 to 293.5 percent of maxnorm 
complete costs. 28 

The American Co. has stated that there are many errors in the 
computations underlying the above figures indicating the relation- 
ship of maxnorm to Western's current costs. The specific errors in 
the exhibits were not all pointed out, but even if it is admitted that 
there are errors in the computations and that the sample selected for 
study is not large enough or truly representative, it is clear that the 
application of methods which produced the maxnorm costs for 1936 
will produce costs much lower than the current complete costs as 
computed by Western for the same period. 

Relation of Western’s Prices to Costs. 

The preceding discussion has dealt with the estimates of cost de- 
veloped by Western in connection with its manufactured products. 
The prices paid by associated companies for Western products appar- 
ently do not have any logical relation to costs as determined by 
Western. The lack of a consistent and rational relationship between 
Western's standard complete costs and selling prices to Bell operating 
companies is apparent for all telephone products. The range of these 

** Samples of these records describing in detail the procedure of determining maxnorm costs and com- 
parisons with Western’s costs of record are shown in appendixes XXXVII, XXXVIII, and XXXIX of 
Federal Communications Commission exhibit 2106 . 

» See exhibit 2106, pp. 356-357. 
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excess percentages varies widely, as shown in the following tabulation 
(each range applies to a group of items): 

Range of excess of selling price over “standard complete cost ” 

Apparatus group from which items were selected: 


No. 11 common battery switchboard 27 to 175 percent. 

No. 1 common battery switchboard —5.5 to 110 percent. 

Machine switching equipment 46 to 168 percent. 

Substation apparatus 5 to 218 percent. 

Lead-covered cable _ 19 to 50 percent. 

Wire —2 to 128 percent. 


The record shows a wide variation in the relation of selling prices 
to standard complete costs, both within groups of items and between 
groups. In order that the relationship of this subject to the general 
subject of telephone rates may not be lost sight of, reference is again 
made to the fact that the only issue in a proceeding involving telephone 
rates may be the level of exchange rates in a single community; that 
the composition of the plant, which is the basis for the fair value upon 
which a return is to be earned^ may be quite different in different com- 
munities; that there may be mcluded in the investment account and 
in any estimate of reproduction cost new based on Western prices, 
unjustifiably different rates of profit. 

Comparison of Western Prices With Those of Independent Telephone 
Manufacturers for Comparable Items. 

State Public Utility Commissions and courts are aware of the im- 
portance of Western's prices in the determination of fair value, and in 
recent rate cases these prices have been attacked as not constituting a 
proper basis upon which to estimate the reproduction cost of the tele- 
phone plant involved. In the Chicago rate case , in 1933, 34 the city’s 
representatives argued that the increases in prices of apparatus and 
equipment made by Western subsequent to 1929 should be disregarded 
in determining reproduction cost and fair value. The Federal district 
court found the averate increase in Western's prices amounted to 
10.2 percent and deducted this percentage from the company’s 1931 
and 1932 estimates of reproduction cost. 26 Also, in 1935, 26 the Wis- 
consin commission, in estimating the fair value of the Wisconsin 
Telephone Co.’s property, used Western 1929 apparatus and equip- 
ment prices, which were substantially lower than those currently m 
effect. The reluctance of State commissions to accept Western’s 
prices as reasonable has compelled the American Co. to attempt to 
justify these prices in rate cases. 

Price Comparisons Made by the American Co. in Defense of Western 
Prices. 

The company’s thesis has been that “the Western Electric Co.’s 
prices to associated companies may be regarded as reasonable if, on 
the average, they are not higher than the prices charged by other sup- 
pliers for comparable materials, and if Western’s profits are rea- 
sonable.” 27 A department has been maintained by the American Co. 
for many years which makes comparisons of Western prices with those 
of independent manufacturers for such classes of materials as are 

m Illinois Bell Telephone Co. v. Gilbert, ei al. (City of Chicago, intervener), 3 F. 8upp. 605. 

m Ibid. 

* Re Wisconsin Telephone Co., 2-U-36. 

17 From American Telephone & Telegraph Co. memorandum dated April 23, 1036, reproduced in exhibit 
202 . 
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considered comparable. The purpose, as stated by the head of that 
department, is to determine whether Western’s prices are on the most- 
favored-customer basis, as required by Western’s contracts with the 
associated companies, and are reasonable. The Associated Bell 
operating companies have used these American Co. studies in rate 
proceedings in an attempt to prove the reasonableness of their stand- 
ard supply and manufacturing contracts with Western and to justify 
their estimates of reproduction cost new of telephone plant, using 
Western catalog prices of apparatus and equipment as a basis for 
material cost. The principal price studies which have been used in 
this way in recent years are described by the company as follows : 28 

A comparison of the prices of certain types of unassembled telephone apparatus, 
excluding panel-dial central office equipment, all assembled units, toll apparatus 
such as repeaters and carrier equipment, loading coils, radio and special commercial 
products. 

A comparison of the prices charged by Western for certain types of step-by-step 
automatic central office equipment with those of the Automatic Electric Co. to 
the general trade. 

A comparison of prices charged by Western and independent suppliers for cer- 
tain types of lead-covered, paper-insulated cable. 

A comparison of Western's prices to the associated companies on certain items 
of supplies not manufactured by it, but purchased from others, with prices of the 
Graybar and Automatic Electric Cos. 

Studies covering a portion of the purchases made in certain years by certain 
associated companies comparing Western Electric prices with the lowest prices 
in the general trade taken from independent manufacturers' catalogs of unas- 
sembled apparatus and equipment, less current trade discounts. 

Of these price comparison studies, that relating to unassembled 
telephone apparatus is the most important from the standpoint of 
the volume of sales compared. In the preparation of the pnce com- 
parison studies of unassembled telephone apparatus and step-by- 
step equipment, this department of the American Co. selects items 
produced by various independent telephone manufacturers which are 
considered comparable to certain Western products and compares the 
prices of unassembled piece parts. For each item the price used is 
an average for the particular year, weighted by the portion of the 
year that the price was in effect. The amounts to be compared are 
determined by multiplying the quantity sold by Western in the par- 
ticular year by the independent manufacturer’s published piece-part 
prices, less quantity discounts, and by Western prices to Associated 
Bell companies. The studies of unassembled apparatus, in general, 
compare by classes of products the total price of each supplier with the 
comparable Western price to associated companies, and show for each 
class each independent supplier’s price and the lowest in the general 
trade as a percent of Western’s pnce. 

The method used by the Amencan Co. in compiling price comparison 
studies of lead-covered cable is the reverse of that used in comparing 
prices for unassembled apparatus and step-by-step equipment. In 
this instance the relationship between Western’s prices and in- 
dependent suppliers’ prices is based upon a portion of the sales made 
by independent suppliers during the year, and is obtained by com- 
paring Western’s prices averaged on a time-in-effect basis with the 
prices reported as having been charged by independent suppliers. 

The results of American Co. studies of unassembled apparatus, 
step-by-step equipment, and lead-covered cable indicate that inde- 


* Reproduced In exhibit 202, appendix 1, p. 11. 
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1 >endent supplied prices of telephone apparatus, equipment, and 
ead-covered cable in all instances are considerably higher than those 
of Western to Bell System companies. However, in judging the weight 
to be given to the American Co.’s price comparison studies, as estab- 
lishing the reasonableness of Western’s prices to the associated com- 
panies for telephone apparatus, equipment, and material, the following 
considerations are of importance: 

The extent to which the prices of independent suppliers, with which com- 
parisons are made, may be influenced by relations with Western. 

The extent to which the items compared are representative of Western’s sales 
and of the associated companies’ telephone plant. 

The difference in volume of sales as between Western and independents. 

The extent to which Western’s and independents’ markets are comparable. 
The extent to which the prices have been stated on a comparable basis. 

Each of these factors, which affect the validity of the company’s 
price comparison studies, is discussed below. 

Western-Independent Relations. 

Western- Automatic Electric Co. — Except for step-by-step dial equip- 
ment manufactured by Western during the period 1926 to 1932, in- 
clusive, the Bell System requirements of this type of equipment have 
been purchased by Western from the Automatic Electric Co. 2 ® Sales 
of such equipment to Western have constituted approximately 50 
percent of the total sales of Automatic Electric Co. during the period 
1919 to 1935, inclusive. 30 In 1927 and 1928 the Automatic Co. 
showed a loss of $283,000 on this business. Profits in the other years 
of this period varied between a maximum of 18.3 percent in 1926 and 
a minimum of 2.6 percent in 1934. 

A review of the contractual relations between the Automatic 
Electric Co. and Western, for the period 1919 to 1935, inclusive, 
indicates that Western has not assumed any corporate or managerial 
jurisdiction over the affairs of Automatic Electric Co., but has 
periodically increased the rigidity of successive contracts which denied 
Automatic freedom of action in manufacturing and marketing opera- 
tions. In the later contracts, Western set the basis for prices to be 
paid Automatic and then inserted a provision to the effect that 
Automatic’s prices to Western shall at all times be as low as the 
lowest prices charged for similar apparatus by Automatic or by any 
company which the Automatic might authorize to manufacture or 
sell m the United States to its or their most-favored customer. 

Westem-Stromberg-Carlson. — By a series of contracts beginning in 
June 1920 Stromberg-Carlson agreed to manufacture for Western 
PBX switchboards, apparatus, piece parts, and switchboard cords. 
During the 9-year period 1926 to 1934, inclusive, 32 percent of the 
total net sales of telephone apparatus and equipment of Strombeig 
consisted of sales to Western. 31 

Westem-Kellogg. — For a number of years prior to 1935 the Kellogg 
Switchboard & Supply Co. sold substantial amounts of telephone 
apparatus and equipment to Western. During the 9-year period 
1926 to 1934, inclusive, 17 percent of the total net sales of the Kellogg 

>• See letter from F. J. Hammol, Western’s general price manager, dated Jan. 29, 1937, Binder No. 134, 
contained in the Federal Communications Commission flies. 

* See exhibit 292, ch. 1, table 3, p. 11. 
w See exhibit 292, ch. 1, table 5, p. 16. 
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Co. consisted of sales to Western. 82 Since 1935, Western has made 
no purchases from the Kellogg Switchboard & Supply Co. 83 

Westem-Qraybar . — Effective December 31, 1920, the supply de- 
partment of Western was divided into two operating divisions, one 
to handle telephone apparatus and supplies, the other to handle 
general electrical supplies. By 1925, the general electrical-supply 
business of Western had expanded so rapidly that it had become one 
of the largest merchandisers of electrical supplies in the world. In 
order to give this business separate corporate identity, a new corpora- 
tion, the Graybar Electric Co. was formed on December 11, 1925. 
It was 100 percent owned by Western. The new company continued 
to sell telephonic equipment manufactured by Western to non-Bell 
companies. In addition, it sold, under its trade name, various 
electrical apparatus and supplies. Its largest sales were of household 
electrical appliances and electric power and lighting supplies. On 
January 1, 1927, Western transferred its holdings m the Graybar 
Electric Co. to Electrical Research Products, Inc., a 100-percent 
Western-owned corporation. On December 31, 1928, the Graybar 
Electric Co. was sold to the Graybar Management Corporation, the 
common stock of which is owned by Graybar Electric Co. employees, 
subject to certain rights retained by Electrical Research Products, 
Inc., pending retirement of preferred stock of Graybar Management 
Co., owned by Electrical Research Products, Inc. 

The Graybar Co. is Western's exclusive sales agent for telephone 
apparatus and equipment to independent telephone companies and 
others in the United States which do not purchase materials and 
supplies under Western's standard supply contract. The Graybar 
Co.'s price list is substantially Western's price list, plus a jobbing 
markup. According to the terms of the standard supply contract, 
Western's prices to Graybar cannot be lower than Western's prices 
to associated companies. The Graybar prices, therefore, are always 
higher than Western's prices to associated companies of the Bell 
System. 

Nature of Sample Included in American Co. Studies. 

With respect to the extent to which the American Co.'s price com- 

E arison studies are representative of Western sales, data compiled 
y the American Co. for the year 1934 indicate that Western's com- 
puted price for the apparatus and equipment included in the studies 
amounted to slightly over $19,000,000, or about one-third of the 
amount of Western's total sales to Bell companies of materials of 
its own manufacture. Of this total, $17,175,000 was used as repre- 
senting unassembled telephone apparatus, which was composed 29 
percent of central office and private branch-exchange equipment, 
54 percent of station apparatus, and 17 percent of other sales. The 
remaining sales for which price comparisons were made include 
$424,000 of step-by-step equipment, $819,000 of equipment specifi- 
cations, and $729,000 of lead-covered cable. These classes of appara- 
tus, equipment, and materials, for which specific price comparisons 
have been made, are claimed by the company to be representative 
of approximately 60 percent of Western's sales of apparatus, equip- 

« See exhibit 292, eh. 1, table 7, p. 18. 

** The Kellogg Go. brought suit against Western in 1934 for alleged infringement of patents relating to 
gtratghtforwara trunking in multiomce exchanges. This may be the reason for discontinuance of Western 
purchases from Kellogg. 
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ment, and materials of its own manufacture . 84 The remaining 40 
percent of Western's sales in 1934, for which no price comparisons 
have been made, includes principally panel central-office equipment, 
installation charges for all types of central-office equipment, repeater 
and carrier equipment, loading coils, distributing-house shop manu- 
factures, other central-office equipment, and private-branch-exchange 
switchboards. These classes of Western’s sales differ radically m 
type from those for which price comparisons were made. The 60- 
percent sample for which comparisons were made cannot be con- 
sidered, therefore, as a representative sample selected at random 
from all of Western’s manufactures, nor is any claim made by the 
American Co. that it is representative of Western’s entire production. 
The American Co. does claim that the specific items compared in 
1934 are representative of classes constituting about 60 percent of 
Western’s 1934 sales of its manufactured telephone products. 

The extent of the sample of Western’s sales is indicated by the fact 
that the 1934 study of unassembled telephone apparatus included price 
comparisons of 2,633 types of items selected from a total of 8,798 
types of items which were considered capable of comparison with 
independents’ products. The 8,798 types are but a part of the total 
in the classes to which they belong. The American Co. studies do 
not show the total number of types of items manufactured in these 
classes. Similarly the 1934 step-by-step equipment study included 
56 percent and the lead-covered cable study 25 percent of Western’s 
sales of these two classes. That all types of products are not uniformly 
priced as regards the relation of price to cost of manufacture has been 
affirmed by the American Co. 35 Hence a careful selection of items 
with respect to price would be required in order to obtain a repre- 
sentative sample. Otherwise, the sample might include undue pro- 
portion of items upon which Western has made little or no profit. 
The selection was actually made with a view to physical comparability 
with independents’ products and not with a view to obtaining a repre- 
sentative sample of prices. The selection was limited to those types 
of items which the company considered comparable. The claim has 
not been made by the company that the items compared are repre- 
senative of Western’s sales in respect to prices. 

As regards representativeness of the sample of independents’ prod- 
ucts compared with those of Western, many of those types manufac- 
tured in large quantities by the independents for use in their standard 
equipment assemblies, such as line and cut-off relays, are not included 
at all. Many of the types of independent apparatus and equipment 
selected for price comparisons by the American Co. are types which 
do not appear in the standard equipment produced in quantities. 
To illustrate, of the 1,493 types of Stromberg relays which are com- 
pared with Western’s relays, 600 have never been produced in any 
quantity and Stromberg does not have any cost figures applying to 
them. 36 That the Stromberg items selected for comparison are not 
representative of its sales is further indicated by the fact that 14 out 
of 26 types of relays used in standard circuits are compared. No 

* 4 American Co. study entitled "Representativeness of E. V. Cox’ General Studies of Telephone Appara- 
tus, Equipment, and Cable,” dated June lfi, 1937 (No. 1080-C), Engineering Binder No. 135, contained in 
the Federal Communications Commission flies. 

•* See comments on exhibit 2091, vol. No. 25, p. 4. 

m See letter from R. H. Barger, sales engineer, Stromberg-Carlson Telephone Manufacturing Co., dated 
May 29, 1936, Engineering Binder No. 143, contained in Federal Communications Commission files. 
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switchboard keys for standard assemblies, of which there are 4 types, 
are compared. The majority of less expensive items, such as cord 
weights, lamps, jacks, and plugs, are compared. 

The question of the extent to which the American Co.’s annual 
price-comparison studies are representative of the materials in the 
associated companies’ plant may be approached from a consideration 
of what proportion of all the designs of apparatus in plants of the 
associated companies is produced by Western during the year in ques- 
tion. This matter is particularly significant from the standpoint of 

C tifying the use of Western’s prices in reproduction cost estimates 
ause there is no uniform relationship between costs of manufacture 
and selling prices. In the first place, Western’s sales of apparatus and 
equipment m any one year or over a period of years are not representa- 
tive of the same classes of apparatus and equipment in the plants of 
the associated companies because the different classes placed m service 
each year are retired during succeeding years at widely differing 
rates. Western’s sales for replacements of classes having high retire- 
ment rates will be relatively larger than of classes having low retire- 
ment rates. It is also well known that telephone plants include much 
material no longer standard and hence not mcluded in Western’s sales 
in any recent year. To illustrate, a study made by Western 87 shows 
that m 1931, a year in which its sales exceeded the average annual 
sales for the periods 1920 to 1934 and 1926 to 1934, Western produced 
22,915 different designs of apparatus out of a total of 43,000 existing 
in Bell System plants. 

Volume of Sales and Its Effect Upon Prices. 

The American Co. officials appearing as witnesses on behalf of 
associated companies in rate cases have stated that Western’s greater 
production and sales volume should serve to maintain its manufac- 
turing costs and selling prices at levels below those of independent 
suppliers with which comparisons are made. In the Baltimore 
Telephone case™ in 1934, an assistant vice president of the American 
Co. testified as follows: 

The Western Electric, because of its volume, is in a position to have cheaper 
processes. 

Again, in the Wisconsin Telephone case™ the same witness, in answer 
to a question as to why the prices of independent telephone manu- 
facturing companies in his studies appeared to be higher than those of 
the Western for individual piece parts, answered — 

The other suppliers have smaller volume; they have expenses that the Western 
Electric Co. does not have to meet. 

The sales volume of the independent telephone manufacturing 
companies is extremely small when compared with that of Western. 
For example, in 1934, Western produced 663,749 hand telephone sets, 
the Kellogg Switchboard & Supply Co., 4,457, the Stromberg-Carlson 
Telephone Manufacturing Co., 6,839, and the Automatic Electric Co., 
27,820 units. During the period 1930 to 1934, inclusive, Western 
produced 4,106,672 hand telephone sets; Kellogg, 31,416; Stromberg- 
Carlson, 30,493; and Automatic, 124,530. These figures include 
hand telephone sets of all types produced by each of the companies 

** Engineering Binder No. 301, contained in the Federal Communications Commission files. 

« West v. Chesapeake and Potomac Telephone Co., 296 U. S. 662, Transcript of Record, vol. L, p. 169. 

*• Wisconsin Telephone Co. case , 2-U-35. 
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and are not limited to comparable types. Western's dominant position 
in the field of telephone manufacturing and sales is further indicated 
by the fact that during the period 1926 to 1934, inclusive, Western's 
sales of telephone apparatus, equipment, and materials amounted to 
more than 90 percent of the total of such sales made by the eight 
leading telephone manufacturers and suppliers in the United States. 
With respect to total sales of all products in 1934, Western's sales 
amounted to $91,807,000, Kellogg's, $1,470,000; Stromberg-Carlson's, 
$2,357,832; and Automatic's, $4,535,999. In spite of this great 
difference in volume of production and sales, no allowance has been 
made in the American Co.'s price comparisons for the lower production 
costs which independent manufacturers admittedly could attain 
with the larger volume of production available to Western. 

Comparability of Markets. 

Western shares with other manufacturers the risk of possible 
cancelation of orders during the periods of depression and has the fur- 
ther responsibility of attempting to meet at all times the maximum 
demands of the Sell System companies in periods of business expan- 
sion. However, Western operates under the distinct advantage of 
having advance knowledge of the Bell System requirements, and 
Western’s records show that for the 15-year period 1920 to 1934, 
inclusive, each year's production was approximately equal to the esti- 
mated requirements of the Bell System companies prepared in tie fall 
of the preceding year with the exception of the 3 years 1930, 1931, 
and 1932. 40 The independent telephone manufacturers do not have 
comparable information to guide their manufacturing and pricing 
policies. 

^Comparability of Prices Used. 

In judging the degree of comparability of prices used in the American 
Co. studies consideration must be given to the fact that the independ- 
ent suppliers' prices include sales expense and the independent manu- 
facturers are subject to credit risk. Sales expense does not enter into 
any of Western's prices and Western has, for all practical purposes, 
no credit risk. 

The independent suppliers' prices for apparatus and equipment 
price comparisons were obtained from price lists and discount sheets 
supplied to customers by independent manufacturers. These prices 
include both engineering expense and sales expense. Equipment 
engineering is billed separately to the associated companies and is not 
included in the Western pnces used for purposes of comparison. 
Western's prices of complete assemblies of apparatus or equipment 
are built up from the prices of the corresponding piece parts and sub- 
assemblies as listed in its published price lists. On the other hand, 
the prices quoted by independents for complete assemblies are con- 
siderably lower than would result from the summation of their quoted 
piece-part and subassembly prices. The American Co.'s comparisons 
are of unassembled Western's with independent suppliers' prices 
shown in their published price lists, without adjustment to reflect the 
lower prices charged for such apparatus and equipment when sold as 
assemblies. A large part of the items included in the American Co. 
study of apparatus unassembled is predominantly sold as parts of 
assemblies. 


* Federal Communications Commission Engineering Binder No. 301, charts A and B. 


Digitized by 


Google 



INVESTIGATION OF THE TELEPHONE INDUSTRY 309 

The price-comparison studies entitled 4 Telephone Apparatus 
Unassembled” state that panel, step-by-step, and manual switch- 
boards and toll assemblies are excluded. This is true insofar as the 
kind of items selected for pricing is concerned, but the volume priced 
includes a large proportion of the piece-part items actually sold by 
Western to associated Bell companies as parts of complete assemblies. 
The American Co. has included the total sales of such items in its 
studies and priced them in accordance with independent manufac- 
turers' piece-part prices despite the admitted fact that Kellogg and 
Stromberg-Carlson piece-part prices must be adjusted downward 
when complete assemblies are under consideration. The importance 
of this difference in pricing methods is emphasized by the fact that 
only about 25 percent of the telephone equipment sales of independent 
manufacturers represent piece parts for repairs, replacements, or 
additions to existing central-office installations. The balance, or 75 
percent, consists of initial central-office installations, the bids for which 
are made in the form of a single, over-all figure. This condition also 
applies to PBX equipment, hand sets, desk stands, and other substa- 
tion apparatus. 

In order to illustrate the effect of the difference in pricing methods 
for apparatus and equipment a comparison was made by the special 
investigation staff of Western’s prices with Kellogg’s and Stromberg’s 
piece-part and complete-assembly prices for comparable circuits 
as of January 1, 1936. The circuits compared constitute more than 50 
percent of the material cost of a typical small common battery switch- 
board of the multiple line lamp type supplied by Western, Kellogg, 
and Stromberg. Sales of such switchboards constitute a substantial 
portion of the independent suppliers’ total sales. Western’s and the 
independent suppliers’ piece-part prices for the apparatus included in 
these circuits were obtained from Western’s price lists of telephone 
apparatus to Bell companies and from the independent suppliers’ pub- 
lished piece-part price lists and discounts. These are the price data 
which the American Co. employs in compiling its price comparison 
studies of unassembled apparatus. The independent suppliers’ 
assembled prices were obtained from price lists used by Kellogg and 
Stromberg in quoting prices for central office installations. These 
assembled switchboard price lists are used by Kellogg and Stromberg 
to determine initial bid and sale prices for central office equipment 
under noncompetitive conditions. Sales records of the two companies 
show that on actual sales these list prices are often reduced. The 
assembled list prices of these switchboard circuits, and also the list 
prices less average discounts as indicated by Kellogg and Stromberg 
records of recent sales and bid prices, are summarized in table 50. 
The prices for these circuits, weighted in proportion to the quantities 
found in a representative switchboard, are also summarized in table 
50. In table 50 unit-estimating prices of both Kellogg and Stromberg 
companies, have been adjusted to make them comparable to Western 
prices by deducting 6 percent for equipment engineering, which is 
billed separately by Western to the associated compames, and by 
adding 1 percent for freight, as freight is included in Western’s price. 

This table shows Kellogg’s piece-part price is 161 percent of West- 
ern’s price, and Stromberg’s piece-part price is 140 percent of West- 
ern’s price, whereas Kellogg’s complete assembly list price is only 90 
percent of Western’s price and Stromberg’s complete assembly price is 

Digitized by Google 



310 INVESTIGATION OF THE TELEPHONE INDUSTRY 

98 percent of Western’s price. If reductions are made for average dis- 
counts actually allowed on sales, Kellogg’s and Stromberg’s prices for 
these circuits amount to 83 percent and 88 percent, respectively, of 
Western’s prices. The results do not, of course, reflect any weighting 
on the basis of the relative amounts of equipment sold by the inde- 
pendents assembled and unassembled, respectively. 

Table 50 discloses that I^ellogg’s prices for the selected items of 
switchboard equipment when sold as a part of the complete assembly 
amount approximately to 56 percent of the price of similar apparatus 
when sold on the basis of piece-part prices. Similarly, Stromberg’s 
price for the same equipment when sold as a part of a complete 
assembly amounts approximately to 70 percent of the price that 
would have been charged had the same equipment been sold unas- 
sembled. 41 

Table 50. — Comparisons of Western Electric Co., Kellogg Switchboard & Supply 
Co., and Stromberg-Carlson Telephone Manufacturing Co . prices for principal 
components of a manual common battery switchboard 


Item 

Western 
Eleetrto 
Co. No. 

11 type 
switch- 
board 

Kellogg Switchboard & 
Supply Co. master built 
switchboard 

Stromberg-Carlson Tele- 
phone Manufacturing Co. 
superservice switchboard 

Pub- 

lished 

piece- 

part 

prices 

(2) 

Assembled units 

Pub- 

lished 

pieco- 

part 

prices 

(5) 

Assembled units 

Prices to 
Associated 
Bell com* 
panics 

(1) 

List 

pricea for 
complete 
unit 

(3) 

Sales 

prices, in- 
cluding 
average 
discount 

(4) 

List 

prices for 
complete 
unit 

(6) 

Sales 
prices, in- 
cluding 
average 
discount 

(7) 

Subscriber's line circuits: 








Number of circuits 

4,000 

4. 000 

4,000 

4,000 

4,000 

4,000 

4.000 

Unit cost per circuit 

$3.61 

$6.51 

$3. 17 

$2.94 

$4. 70 

$3.23 

$2.91 

Total cost 

$14, 440 

$26, 040 

$12,680 

$11,760 

$18,800 

$12. 920 

$11,640 

Cord circuits: 








Number of circuits 

168 

168 

168 

168 

168 

168 

168 

Unit cost per circuit 

$37.61 

$51.49 

$29. 53 

$27.34 

$59. 70 

$37. 44 

$33.70 

Total cost 

$6, 318 

$8,650 

$4,961 

$4,593 

$10,030 

$6,290 

$5,662 

Subscriber’s multiple - 








Number of multiple jacks.. 

12,000 

12,000 

12.000 

12,000 

12,000 

12,000 

12.000 

Unit cost per 20 jacks. 

$13. 40 

$19. 26 

$13. 70 

$12. 71 

$18. 80 

$15.01 

$13. 51 

Total cost 

$8, 040 

$11,556 

$8,220 

$7,626 

$11,280 

$9,006 

$8,106 

Grand total 

$28, 798 

$46, 246 

$25, 861 

$23, 979 

$40, 110 

$28, 216 

$25,408 

Percent of Western price: 








Subscriber’s line circuits... 

100 

180 

88 

81 

130 

89 

81 

Cord circuits 

100 

137 

79 

73 

159 

99.6 

90 

Subscriber's multiple 

100 

144 

102 

95 

140 

112 

101 

Grand total 

100 

161 

90 

83 

139 

98 

88 


8ource: Exhibit 202, p. 187. 


The American Co. claims that, with respect to the equipment units 
upon which table 50 is based, the quantity of the multiple is dispro- 
portionately small and the line circuits are disproportionately laige 

It is of interest to note that the American Co. at p. 117 of its brief and at p. 79 of its Comments on 
exhibit 292 challenged the conclusion that Stromberg’s prices for assembled switchboard apparatus annunted 
to 70 percent of its piece-part prices for the same equipment. At the time these statements were written, 
the company had before It the results of a study prepared by its engineers which showed an even greater 
disparity. 
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and that this results in understating the composite independent price 
for assemblies because the multiple bears the smallest discount from 
the piece-part price and line equipment the largest. This claim was 
checked by comparison of the assumed typical switchboard with the 
corresponding average switchboard developed from field data by the 
American Co. Had table 50 been based upon quantities of equip- 
ment reflecting the average relationship of multiple and line circuits 
to cord circuits as found by the American Co. to exist in all manual 
common battery switchboards having in general 4,000 multiples or 
less which were m use in the Bell System at January 1, 1934, Kellogg’s 
composite list price for assemblies would have been 87 percent of 
Western’s price instead of 90 percent, and the relation of Stromberg- 
Carlson’s prices to Western’s would have remained unchanged at 98 
percent. This results from the fact that table 50 includes a greater 
number of multiples per line than do the Bell System manual common 
battery switchboards having 4,000 multiples or less, as shown by the 
American Co. study. 

As stated previously, the American Co. in its comparisons of prices 
of unassembled telephone apparatus uses Western’s and independent 
suppliers’ prices applicable to sales of piece parts for items actually 
sold in assemblies, on which Western’s prices are actually higher be- 
cause of additional charges for engineering, and independents’ prices 
are actually much lower. The American Co. expresses the opinion 
in its Comments that any allowance in favor of the independents to 
which this difference in pricing entitles them is fully offset by com- 
paring Western’s prices with the lowest in the general trade. In sup- 
port of this opinion the American Co. refers to a detailed study pre- 
pared by its engineers which purports to give consideration to these 
differences in pricing. This study 42 indicates Stromberg’s prices to 
be 126 percent of Western’s, whereas the American Co.’s study of 
unassembled apparatus shows that the lowest prices in the general 
trade are 122 percent of Western’s. The American Co. uses these re- 
sults as support for the opinion that the differences between Western’s 
and independents’ pricing practices are offset by comparing Western’s 
prices with the lowest prices in the general trade and also concludes 
that, since Stromberg secures its fair share of the telephone business 
in the independent field, studies for other suppliers would show sim- 
ilar results. 

Analysis of this study showed that three distinct steps were in- 
volved: (a) Determination of Western’s and Stromberg’s piece-part 
or unassembled apparatus prices for Western’s sales of apparatus and 
equipment, (6) adjustment of the piece-part prices of apparatus and 
equipment sold by Western as new switchboards and additions to 
existing switchboards to reflect the level of prices charged for such 
sales, and (c) the combination of prices for apparatus and equipment 
sold for switchboard use with the price for apparatus sold unassembled 
into a weighted average. 

The investigation engineers have considered the methods used by 
the company in each of the above steps to be subject to criticism. 
These criticisms are briefly as follows: 

« The results of this study were submitted as an exhibit In the Wisconsin Telephone Co. rate case ( Wis- 
consin Telephone Co. v. Public Service Commieeion, circuit court, Dane County, Wis.), and the working 
papers supporting it have been made available to the Federal Communications Commission. 
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(1) In determining the prices which Stromberg would have charged 
for Western’s sales when considered as composed entirely of unas- 
sembled apparatus, only a limited number of items were allegedly 
directly comparable. Price ratios derived from items considered 
comparable were applied to apparatus which was dissimilar in design 
and construction from any apparatus manufactured by Stromberg. 
For items of equipment either purchased for resale or not sold by 
Strombeig the American Co. used the lowest price in the general 
trade. The lack of any rational relation between Western’s alleged 
manufacturing costs and prices renders the validity of using price 
ratios derived from one group of items to estimate the prices of 
another group of items extremely doubtful. 

(2) In the price comparison for unassembled apparatus, which the 
American Co. included in its final results, no consideration was given 
to the fact that independent suppliers’ prices for complete units of 
substation apparatus are lower than the summation of the prices of 
the items of apparatus used in such assemblies. 

The American Co. asserts in its price comparison study of unas- 
sembled apparatus that the Stromberg and Kellogg Cos. use special 
unpublished prices for switchboard apparatus sold m assemblies that 
are lower than prices for apparatus sold loose and that an adjustment 
for such pricing is applicable to the pricing of these companies for 
items of their own manufacture sold in assemblies but not for appara- 
tus sold unassembled, handsets, desk stands and other substation 
apparatus. With respect to Kellogg’s and Stromberg’s prices for 
substation apparatus the American Co.’s statement is incorrect 
because both companies’ prices for substation apparatus sold assembled 
are less than the summation of the piece-part prices for the apparatus 
items used in such assemblies. The company’s study, which is 
claimed to give full consideration of the differences in Strombeig’s 
and Western’s pricing practices, therefore overstates Stromberg’s 
prices for all apparatus items actually sold by Western as parts of 
assembled substation units. 

(3) The factors used to convert Stromberg’s piece-part prices to 
the price level of apparatus sold as parts of switchboards include 
allowances for assembly, wiring and labor, whereas the allegedly 
•comparable Western prices include the apparatus only. The effect 
is to compare Stromberg’s prices, including assembly, labor and 
wiring, with Western’s prices for material only. The prices actually 
charged by both Western and Stromberg for apparatus sold as 
assembled units include charges for assembling, wiring and testing. 
Had Stromberg’s prices been put on a basis comparable to Western’s 
in this respect, the estimate of Stromberg’s prices for complete 
switchboards would have been reduced about 4 percent. 

(4) In converting Stromberg’s piece-part prices to those appli- 
cable to switchboard sales the American Co. combined two mutually 
inconsistent methods of weighting in the same computation, the first 
in converting Stromberg’s piece-part prices to prices of complete 
switchboards, the second in converting Western’s sales of apparatus 
sold as assembled units to the price Stromberg would have charged 
for such sales. As a basis for the first conversion of Stromberg’s 
prices, the American Co. used three factors applicable to manufactured 
equipment, switchboard cable, and items purchased by Stromberg for 
resale, respectively. The factor for apparatus and equipment pur- 
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ports to represent the ratio of Stromberg's price for the most important 
circuits in all Bell System manual switchboards having in general 
4,000 multiples or less, 43 if sold as piece parts to the corresponding 

E rice if sold as additions to existing switchboards and as new switch- 
oards. For switchboard cable a similar computation was made 
based upon a portion of Stromberg's sales. For items either purchased 
for resale or not sold by Stromberg 10 percent was added as a jobbing 
mark-up. 44 In the second step, that of converting Western's sales of 
apparatus sold as assembled units to Stromberg's price level, the 
American Co. disregarded the typical switchboard and used all 
'Western items sold as parts of assembled switchboard units of all 
sizes in 1934. Western's sales were converted first to Stromberg's 
piece-part prices by pricing comparable items in each class and then 
applying the ratio of Stromberg's to Western's prices so found to the 
complete class of products. The total thus determined, which 
allegedly represented Stromberg's piece-part price for Western's 1934 
sales, was converted to Stromberg's alleged price for new switchboards 
by application of the ratios derived from pricing small Bell System 
switchboards and a portion of Stromberg's switchboard-cable sales. 
The results of these computations appeared to indicate that Strom- 
berg's prices for new switchboards and for additions to existing switch- 
boards amounted to 104 percent and 127 percent, respectively, of 
Western's prices charged for similar sales. Many of the Western 
items to which price ratios were applied had no Stromberg equivalent. 
For comparable items the quantities sold by Western had no relation 
to the quantities in the typical switchboard from w r hich the Stromberg 
ratios of unassembled to assembled prices were derived. The method 
used by the American Co. may be compared to deriving a sales dis- 
count ratio for Lincoln automobile sales and applying it to the year's 
sales of Chevrolets priced at Ford prices for comparison with prices 
of all General Motors' cars. 

A straightforward comparison of Stromberg's and Western's prices 
for equipment sold as new switchboards can be made directly for 80 
percent of the equipment included in the American Co. pricing of 
Bell System small manual switchboards. This comparison indicates 
Stromberg's prices to be 18 percent below Western's. If functionally 
comparable circuits are priced in the same way, the results indicate 
Stromberg's prices to be 21 percent below Western's. These differ- 
ences in favor of Stromberg exceed somewhat those set forth in table 
52 for a slightly different switchboard at a different pricing date. 

These switchboards cover the range of switchboard sires generally sold by independent manufacturers. 
** The results indicated by these computations were as follows: 


Piece-part prices 

Prices for additions to switchboards.. 
Prices for new switchboards 


Items 
either pur- 
chased for 
resale or 
not sold 
by Stroin- 
berg 

Switch- 
board cable 

Apparatus 
and equip- 
ment 

Percent 

Percent 

Percent 

100 

100 

100 

110 

94 

81 

110 

77 

66 


The relationship of Stromberg’s piece-psrt prices and prices for new switchboards indicated by this 
computation corresponds with the figures of 72 percent derived from table 50. The difference between 
the two figures is explained largely by difference in average time in effect prices for 1034 used by the 
American Co. and Jan. 1, 1036, prices used in compiling the results set forth in table 50. 
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For new switchboards and additions to existing switchboards com- 
bined in the proportions sold bv Western in 1934 the American Co. 
computations indicated Stromberg’s prices to be 109 percent of 
Western’s whereas a straightforward price comparison based upon 
the small Bell System switchboards and Stromberg’s sales of switch- 
board cable showed Stromberg’s prices to be 94 percent of Western’s 
for comparable apparatus and 91 percent of Western’s prices for 
functionally comparable circuits. 

The American Co.’s studies of step-by-step equipment purport to 
make comparisons of prices charged by the Automatic Electric Co. 
and the Western for a portion of the apparatus and equipment used 
in step-by-step central-office installations. Automatic prices used are 
list prices less discounts. The discounts are represented by the 
American Co. to be maximum reductions allowed by the Automatic 
Electric Co. to its preferred customers on sales of central offices. 
Mr. Benoist, vice president and general manager of the Automatic 
Electric Co., has advised the Federal Communications Commission u 
that the prices used by the American Co. are not those actually 
charged by the Automatic Electric Co. and, in fact, Automatic 
Electric Co. has not established firm prices for assembled step-by-step 
central-office equipment. This statement was checked by comparing 
Automatic Electric Co.’s price lists with its proposals on a number 
of jobs and it was found that the discounts allowed from list prices 
varied widely. For instance, the Automatic Electric Co.’s records 
on the Fort Sam Houston and Randolph Field step-by-step central- 
office equipment sales to the United States Government in 1931 show 
that list prices were discounted 67 percent for the Randolph Field 
equipment and 72 percent for the Fort Sam Houston equipment. 4 * 
In compiling the price comparison study of step-by-step equipment 
for 1931 the American Co. reduced Automatic’s list prices by only 
50 percent, which is claimed by the American Co. to have been the 
maximum discount allowed during that year. 47 In view of these 
facts, it is considered impossible to obtain a reasonable comparison 
of Automatic Electric Co. and Western prices for step-by-step central- 
office equipment except by computing Western’s price for installations 
actually sold by the Automatic Electric Co., or by comparing West- 
ern’s and Automatic’s bids for equivalent equipment. Since the 
discounts allowed by the Automatic Co. vary materially for different 
sales it would be necessary to compile such studies for a number of 
installations in order to determine the correct relationship between 
Automatic’s and Western’s price for step-by-step equipment sold in 
assembled form. 

The American Co.’s studies of lead-covered cable include compari- 
sons of Graybar’s and independent suppliers’ prices with Western’s 
prices for Graybar’s sales and a portion of the independent suppliers’ 
sales. Graybar’s and the independent suppliers’ prices are those 
reported to the American Co. as having been charged for specific 
sales of lead-covered cable and Western’s are average time # in effect 
prices during the year for which the study is made, for corresponding 
amounts of cable. Of the total sales to the general trade considered 

41 See Engineering Binder No. 134. contained in the Federal Communications Commission flies. 

46 Automatic sale price for material only amounted to 05 percent of Western’s bid price, but the American 
Co.’s price comparison study for the year in which the sale was made showed Automatic’s prices to its 
most favored customers to amount to 129 percent of Western’s prices to associated companies. 

47 See Engineering Binder No. 184, contained in the Federal Communications Commission flies. 
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by the American Co. in its 1934 and 1935 lead-covered-cable price 
comparison studies, 72 percent and 65 percent, respectively, were 
Graybar sales. Since the American Co. estimates that (Graybar 
makes only approximately 50 percent of the sales to the general 
trade, the American Co.'s studies do not reflect the level of prices 
actually paid for lead-covered cable by the general trade. Gray bar's 

E rices are Western's prices plus a jobbing mark-up. Because of the 
eavy weighting accorded Graybar’s sales, the differences between 
Western's prices and the general trade prices, as shown by the Ameri- 
can Co. price comparison studies, are accounted for largely by Gray- 
bar's jobbing mark-up. 

The American Co.'s studies of prices for materials purchased by 
Western for resale to Bell companies involve comparisons of Western's 
prices with prices of the Graybar and Automatic Electric Cos. for 
selected outside plant material items. With few exceptions, these 
studies indicate that Western's prices are materially lower than those 
of the independent suppliers. Graybar and Automatic as well as 
Western purchase these material items from other suppliers for re- 
sale to their customers, consequently the difference between Western's 
and the two independent suppliers’ sale prices reflect the price paid 
to the producer plus a jobbing mark-up added by the three companies. 

Prior to June 2, 1930, Western’s selling prices for such supplies 
were based upon its costs plus certain fixed amounts for its services in- 
cluding administration, warehousing, inspection, etc. From Septem- 
ber 1, 1929, to June 2, 1930, the amounts added by Western to its 
costs ranged from 10.5 to 2.5 percent, depending upon the type of 
material and whether it was shipped from distributing houses or 
directly from the supplier. As of June 2, 1930, Western established 
firm prices which were based upon its costs plus amounts approximately 
equal to the service charges added to warehouse shipments during 
the period September 1, 1929, to June 2, 1930. The amounts added 
during the period of firm prices have varied materially, and for the 
greater part of the time have generally exceeded the amounts originally 
added. 


According to the American Co.’s thesis Western’s prices are reason- 
able if they are as low or lower than the Bell companies would have 
to pay if supplies were purchased directly from other manufacturers 
and suppliers. This question involves consideration of the cost to 
the Bell companies of furnishing the services now performed by 
Western and the comparative purchasing power of the individual 
Bell companies and the Western Electric Co. No information is 
available as to the costs which the Bell companies would incur in 
operating individual supply departments as compared with Western's 
charges for performing such services. However, with respect to the 
purchasing power of Western, studies made by the investigation en- 
gineers show that Western Union Telegraph Co. and Western Electric 
Co. purchase many comparable material items and in general the 
prices paid by Western Union do not exceed those paid by Western. 
Some indication of the comparative volume of purchases made by 
Western Electric Co. and Western Union Co. can be had from a 
comparison of Western Union’s investment in plant and equipment 
with those of Bell companies. These data show that the investment 
of Western Union amounts to less than 10 percent of the Bell com- 


«• As much as 60 to 70 percent has been added to certain itwns for a short period of time. 
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E anies, is less than half of that of the New York Telephone Co. or is 
*ss than the investments of either the long lines or Southern Bell 
Telephone & Telegraph Co. 

The American Co. studies of all purchases of apparatus and lead- 
covered cable by particular associated companies involve identically 
the same kind of comparisons as are made for unassembled apparatus 
and lead-covered cable previously discussed and are subject to the 
same criticisms. 

Federal Communications Commission Price Comparisons. 

Investigation engineers made several studies of comparative prices 
charged by Western and the independents on bases differing from those 
used by the American Co. in its studies. These studies compare 
prices charged by Western and independent suppliers for assembled 
equipment including private-branch-exchange equipment, magneto 
and common battery manual and step-by-step central-office equip- 
ment. These studies are subject to many of the same infirmities 
previously described as applying to the studies made by the American 
Co. However, for assembled apparatus included in these studies, 
which is representative of a substantial portion of telephone-equip- 
ment sales, it is indicated that Western's current (1936) prices are 
generally higher than those of independent suppliers for comparable 
equipment items. 

The investigation engineers compared Western's prices for small 
cord nonmultiple PBX switchboards arranged for connections to both 
manual or dial central offices, with Kellogg's and Automatic's prices 
for PBX boards similarly arranged. These comparisons using prices 
as of January 1 , 1936, indicated Kellogg's and Automatic's prices for 
PBX boards arranged for connections to both manual and dial central 
offices amounted to 103 percent and 100 percent, respectively, of 
Western's price. The investigation engineers also made comparisons 
of Kellogg's prices for PBX boards, arranged for connections to 
manual or dial offices only, with Western's prices for small PBX 
boards which are standardized for use in either manual or dial office 
areas. This study showed that Kellogg's prices for boards used in 
manual areas were 83 percent of Western's prices and for boards used 
in dial areas, were 87 percent of Western's. 

A comparison of sale prices for magneto nonmultiple switchboards, 
which represent a relatively important part of both Kellogg's and 
Stromberg's sales, show r s that the Kellogg Co.'s prices, as of January 
1, 1936, amounted to 81 percent of the prices charged the associated 
companies by Western for comparable equipment as of the same date. 
Price comparisons of this nature have not been included as a part of 
the American Co.'s routine studies to determine the reasonableness 
of Western’s prices. However, such comparisons were included in the 
American Co.'s comments on exhibit 292, which indicated that, 
except for the years 1925 and 1929, Kellogg's prices for magneto 
equipment have been lower than Western’s during the entire period 
1923 to 1936, inclusive . 40 

The prices used by the American Co. in making this comparison 
are summarized in table 51. 

41 American Telephone it Telegraph Co. comments on exhibit 292, p. 68. 
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Table 51 . — Comparison of Western and Kellogg prices for Western's shipments of 
magneto switchboard equipment t years 1923 to 1986, inclusive 

[Price per section! 


Year 

Western 

Kellogg 

Percent 
Kellogg’s 
price of 
Western’s 
price 

Year 

Western 

Kellogg 

Percent 
Kellogg's 
price of 
Western’s 
price 

1028 

$718.60 

715.64 

$697.70 

97 

1930 

$749.05 

$725.70 

97 

1924 

711.55 

99 

1931 

915. 74 

725.70 

79 

1925 

694.51 

726. 53 

105 

1932 

921. 86 

725.71 

79 

1926 

790.68 

724.03 

92 

1933 

922.33 

725.67 

79 

1927 

763.49 

720.65 

94 

1934 

1, 010. 00 
1,002.63 
894.30 

725.75 

72 

72 

1928 

741.05 

724. 70 

98 

1935 

725. 75 

1929 

712. 77 

725.70 

102 

1936 

725.70 

81 


The American Co. weighted the prices shown in the above tabulation 
according to Western's shipments, which exceeded 150 sections 
during the period 1923-27, and amounted to 10 or less each year 
from 1932 to 1936, inclusive. This computation indicates that 
Kellogg's average prices amounted to 97 percent of Western's. How- 
ever, if the prices had been weighted by the time they were in effect, 
which is the method used by the American Co. in all of its price com- 
parison studies used in rate cases, Kellogg's prices would have been 
shown to average 89 percent of Western's prices during the entire 
period. 

Special investigation engineers have presented two types of price 
comparisons of complete central-office switchboards: First, price 
comparisons made by Bell System engineers in connection with actual 
central office installations, and second, comparisons made by special 
investigation engineers of actual and estimated prices for existing 
equipment in several Bell and independent exchanges. The first 
group consists of price comparisons supplied by the American Tele- 
phone A Telegraph Co. from its files, in which Bell engineers have 
compared independents' and Western's actual bid and sale prices with 
bids and estimates of what Western and independents would have 
charged for equivalent quantities of equipment. These price com- 
parisons are set forth in table 52. 

Table 52. — Bell System engineers' comparisons of Western Electric prices with 
those of independent manufacturers for complete central office switchboards as of 
the date of sale 


MANUAL, COMMON BATTERY 8WITCHBOARD8, EXCLUDING COST OF 

INSTALLATION 


Exchange 

Date 

| Western price 

| Kellogg price 

| Strom berg price 

Source 

Amount 

Source 

Amount 

Source 

Amount 

Jacksonville, Tex 

1922 

1924 

1926 

1926 

1928 

1928 

(») 

(*) 

(* 

(>) 

<»> 

(») 

$14, 894 
9,685 
12,680 
17,661 
14,925 
17,550 



<»> 

$14,752 

MeMinnville, Tenn 

(0 

8 

8 

$8,700 

14,000 

20,216 

11,932 

12,427 

Mission, Tex 

MflAHeu. Tex 

HarrteouviBe, Mo.L 

Do 

(*) 

(*) 

<*> 

(») 

13,863 

19,109 

11,654 

12,952 

Total Western- Kellogg comparisons 

72,501 
77, 710 

100 

67, 275 


Total Western-Stromberg comparisons . 
Percentage independent’s price of Western’s 
price 





72,330 

93 




93 








1 Sale price. 

* Bell engineers’ estimate of Western’s price for equivalent equipment. 

* Bid price. 

* Manual ringing equipment. 

1 Machine ringing equipment. 
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Table: 52.— Bell System engineers 1 comparisons of Western Electric prices with 
those of independent manufacturers for complete central office switchboards as of 
the date of sate — Continued 

8TEP-BY-STBP AUTOMATIC SWITCHBOARDS, INCLUDING C08T OF INSTALLATION 


Western price 



1 Sale price. 

* Bell engineers’ estimate of Western’s price for equivalent equipment. 

* Bid price additional costs which Bell engineers estimated would be incurred to make installation meet 
Bell standards. 

* Automatic Co. estimate made at the request of Bell engineers. 

The table shows independents 1 prices to have been, on the whole, 
some 7 or 8 percent below Western’s prices. The range of years 
covered is 1921 to 1928. 

It will be noted that the Jacksonville, Tex., sale was made by the 
Stromberg Co. in 1922, which was 3 years before Western began sup- 
plying a comparable type of switchboard. Western’s price is there- 
fore theoretical only, since it was necessary for the Bell engineers to 
convert 1925 prices to price levels in 1922, at which time no Western 
prices for such equipment existed. Also, the McMinnville, Tenn., 
estimate in 1924 and Western bids on Mission and McAllen, Tex., 
in 1926 were made before Western had established firm prices, or was 
on a production basis, on its No. 11 switchboard, the type comparable 
to the equipment supplied by the independent manufacturer. The 
Harrisonville estimate in 1928 was made after firm (Western Electric) 
prices on the No. 11 switchboard had been established and published 
for Bell System use. The telephone company at Harrisonville ob- 
tained two bids from each of the suppliers, 60 on a manual ringing and 
one on a machine ringing switchboard. Both have been included in 
the table. The independent companies’ standard product was the 
machine ringing board. In cases where several estimates were made 
by Bell engineers for the same switchboard, the result most favorable 
to Western has been reproduced in the table. 

The second group of price studies consists of comparisons of actual 
sale and bid prices of Western and independents with estimated prices 
of independents and Western for equivalent quantities of equipment. 
The results have been set forth in table 53. Prices used for manual 
equipment are those of January 1, 1936, or have been converted to 
that level by means of index numbers, or price trends supplied by the 
American Telephone & Telegraph Co. and by the independent manu- 
facturers. The step-by-step automatic-equipment price comparisons 
are as of the date of bids or 1931. 

40 Table 52 presents Western’s prices to associated companies tor the equipment, which are somewhat less 
in amount than Western’s actual bids which were made through Graybar. 
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Table 53. — Special-investigation engineers 1 comparisons of Western Electric pricer 
with those of independent manufacturers for complete central office switchboards 

[Estimated 1936 prices] 

COMPARISONS WITH KELLOGG FOR MANUAL, COMMON BATTERY SWITCHBOARD* 

PRICES AS OF JAN. 1, 1936 



COMPARISONS WITH STROMBERG FOR MANUAL, COMMON BATTERY SWITCH- 
BOARD PRICES AS OF JAN. 1, 1936 


Newton, Iowa 

Cape Girardeau, Mo 

0) 

$aMH> 

440-1 MB, 350 1 (*) 

$31,716 

(0 

48, 522 

BxsaBEzaioi 

46,417 

Greenwood. S. C 

0 ) 

27,030 

4, 896 31, 926 (») 

23, 945 

Mount Vernon, III 

0 ) 

49,770 

11,688 61,458 (•) 

41,183 

Vandalia, 111 

0 ) 

20,091 

7, 674 27, 765 (*) 

14,644 

Total 

Percentage independents' price 
of Western's price 

n 

182,323 

39,098 221,421 

157,905 

B 

100 

100 100 

87 



COMPARISONS WITH AUTOMATIC ELECTRIC CO. FOR STEP-BY-STEP AUTOMATIC 
SWITCHBOARD PRICES A8 OF FEBRUARY 1931 



1 Sale price. 

* Bid price. 

* Kellogg Co. estimate checked by special-investigation engineers. 

* Estimate by special-investigation engineers. 

* Price estimate prepared by special-investigation engineers checked by Stromberg Co. 


The results shown on table 53 indicate Kellogg's prices for these* 
switchboards would have been 75 percent of Western's; Stromberg's 80 
percent of Western's; and Automatic Electric's 90 percent of West- 
em’8. For material only, the above percentages are 81 percent, 87 and 
95 percent, respectively. On manual switchboards independents do- 
more wiring and assembly work in the factory and less in the field 
than does Western. 

If the results shown by tables 52 and 53 are to be compared, differ- 
ences in the times to which the prices apply must be considered. 
Western made effective large price increases between 1929 and 1936 r 
whereas Stromberg's prices are reported to have increased onlj 
slightly and Kellogg's not at all during that period. The effect is 
indicated by converting that part of the equipment listed in table 52 
for which price indexes are available to the January 1, 1936, price 
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level for each of the three companies. The result is reported by 
the engineers as follows: 


Exchange 

Original 

bid 

Switchboard materia) price as of 
Jan. 1. 1936 

date 

Western 

Kellogg 

Stromberg 

Mission. Tex : 

1026 


$14,000 

20,216 

12,427 

11,032 

$14,160 

19.600 

13,760 

12,380 

McAllen, Tex. 

1926 

Harrison villa. Mo. (machine ringing)..... 

1028 

Harrisonville, Mo. (manual ringing) 

1028 



Tota) 


76, 130 
100 

68,675 

77 

80.700 

Percentage, independents’ prioe of Western’s price 


79 





The American Telephone A Telegraph Co. in its brief has made 
several criticisms of the special investigation engineers 1 reports on the 
subject of price comparisons. Many of these criticisms, such as in- 
sufficiency and nonrepresentativeness of the sample compared, lack of 
fixed independent prices, and different basis for sales, etc., appear to 
apply also to the American Telephone A Telegraph Co. price-com- 
parison exhibits introduced in associated company rate cases, and 
appear to present difficulties inherent and unavoidable in any at- 
tempts to compare the general level of Western’s prices with that of 
independent suppliers. The special investigation engineers have not 
claimed any such broad comparison. The American Telephone A 
Telegraph Co. now claims the price studies made by Bell System 
engineers at the time of intallation of the equipment, included in 
table 52, to be incorrect. 61 No support has been offered for this con- 
tention. The company has offered its own estimates of Western and 
independent prices for the Newton, Iowa, and Cape Girardeau, Mo., 
equipment included in table 53. These company estimates are as of 
the date of the sale, which was 1927 for Newton and 1929 for Cape 
Girardeau, and indicate the independents’ prices to be 107 percent 
and 129 percent of Western’s, respectively. 62 Special investigation 
engineers have reported that when the prices are converted to the 
January 1, 1936, price level used in table 53, the percentage relation 
of independents’ price to Western’s becomes 87 percent for Newton 
and 97.8 percent for Cape Girardeau, figures which are reasonably 
insistent with those given in table 53 for the same exchanges. 

In the comments on exhibit 292 the American Co. also has sub- 
mitted comparisons of Kellogg’s and Stromberg’s central office equip- 
ment sale prices with Western’s prices for No. 12 switchboards, which 
are alleged to be equivalent. The comparisons involve five recent 
central office sales, three of which were made by Kellogg and two by 
Stromberg. The study shows that the independent suppliers’ sale 
prices ranged from 127.4 to 156.3 percent of Western’s price for equiv- 
alent quantities. No information regarding the two Stromberg sales 
is available, but with respect to the three Kellogg sales, the special 
telephone investigation files disclose that Masterbuilt feature switch- 
boards were supplied. This type of board is considered by special in- 
vestigation engineers to be comparable to Western’s No. 11 board, 
which includes much more equipment and better operating charac- 


** Brief of Bell System companies, p. 124. 
« Ibid. 
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teristics than the No. 12 board. Western’s prices for No. 11 boards 
are more than three times that of the No. 12 boards, as indicated by 
an Illinois Bell cost estimate, wherein for a small exchange the price 
of a No. 11 manual ringing board was $52 per station and for a No. 12 
board $16 per station. 

Any comparison which might be attempted would be subject to 
some criticism, since it is extremely difficult to compare, structurally 
and funtionally, complicated equipment such as a telephone switch- 
board, of two different manufacturers. The assembled equipment 
comparison is informative, however, if for no other purpose than to 
indicate that the American Co.’s price-comparison studies are not 
convincing as to the reasonableness of Western’s prices to the asso- 
ciated companies. 

Summary. 

. Western Electric Co., as the manufacturing department of the Bell 
System, has had exclusive access to the huge market provided by the 
Bell System operating companies for telephone apparatus and equip- 
ment. The investment of the associated Bell Telephone companies 
in telephone plant and equipment represents approximately 90 percent 
of the total book cost of telephone plant in the United States. A sub- 
stantial part of this investment is represented by apparatus, equip- 
ment, and supplies purchased from Western and, therefore, the cost 
of furnishing telephone service is influenced to an appreciable extent 
by Western’s prices. In rate proceedings the operating companies 
consider Western’s current prices to be the basic factor in establishing 
the fair value of a substantial part of the property used in furnishing 
telephone service. As set forth in section 5 of chapter 18, Western’s 
earnings, as reflected in its books of account, have been related to the 
gross and net book cost of its assets, and the recorded profits have been 
related to paid-in capital (cash paid into the company’s treasury by 
the common stockholders) and to common-stock holders’ equity, as 
shown by the books. No attempt was made to determine the reason- 
ableness of Western’s profits over the period of its existence by giving 
recognition to the remaining value of that company’s assets. Neither 
yras any investigation made of the efficiency of Western’s manufac- 
turing operations. The investigation staff did make various studies 
of Western’s cost accounting and pricing practices and their relation 
to the reasonableness of telephone rates from the standpoint of the 
individual operating companies or communities as of specific dates or 
for specific periods. ~ 

Cost accounting performed by Western is designed to spread all costs 
incurred during a particular year over the production of that year^ 
regardless of the nature of the costs and their relation to the production 
for the year. The material cost included by Western in the unit cost! 
for any particular product is not the actual cost of such material, but 
is the standard cost of such material adjusted by a variation factor v 
which is based upon the variation in a great many materials not related ' 
to the individual product for which the cost is computed. A substan- 
tial part of the manufacturing overhead expenses in any year may be 
incurred in connection with plant then idle that has contributed 
nothing toward the goods produced. Inclusion of such overhead in 
current cost of manufacture is contrary to the procedure generally 
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recommended and outlined by the National Electrical Manufacturers'^ 
Association, of which Western is a member. The differences between 
standard cost and current expenditures for the accounting period are 
allocated to individual products through the application of over-all 
variation percentages for large general classes of products. Such a 
variation, representing the average for many products, may have no 
particular significance in connection with an individual product to 
which it may be applied. Western's sales for a particular period are 
determined from billings to customers, and the cost of sales is deter- 
mined in accordance with the same methods adopted in computing 
the cost of an individual product. As a result of improperly treating 
some costs as part of manufacturing expense applicable to current 
production, ana because of the loose method followed in allocating 
variations between standard and actual costs, Western’s computed 
costs for individual products do not provide an authentic basis for 
testing the reasonableness of the prices for these products, nor do its 
over-all profits from sales provide any better basis for testing the 
reasonableness of its prices tor all products. A comparison of prices 
charged by Western with its estimated complete costs shows such wide 
variations as to indicate that no attempt is made to relate such prices 
to such costs on any consistent basis. 

If Western's costs for the year 1936 were computed in accordance 
with principles considered sound by special-investigation engineers, 
the average costs per unit of production would be much lower than 
Western's estimated current complete costs for the same period, and 
would afford, in their opinion, a better basis from which to arrive at a 
selling price which would be reasonable, having in mind the facts 
(1) that the exchange rates in a single community may be the only 
issue in a rate proceeding; (2) that the composition of telephone plant 
as between different communities varies widely; (3) that the dates of 
installation of the remaining useful property varies widely as between 
different exchanges and communities. Western's cost-accounting 
methods are bound to produce relatively high costs in periods of low 
production, as compared with relatively low costs in periods of high 
production, and while this may not affect the reasonableness of the 
investment in Bell System plant as a whole, this fact, together with 
the methods of allocating the differences between standard and cur- 
rent costs by use of over-all variations, and lack of relationship be- 
tween estimated cost and price may have a very decided effect upon 
the investment in any individual exchange or by an operating com- 
pany in its entire plant. Reproduction cost estimates would, of 
course, vary widely from year to year if based on Western's costs for 
any particular year. 

Comparisons made by the Bell System between prices charged by 
Western and by independents for comparable telephone equipment are 
on the basis of the quoted prices for individual piece parts. Com- 
parisons made by investigation engineers which give consideration to 
the fact that independents’ prices for assembled equipment are lower 
than the combined prices for their constituent piece parts give differ- 
ent results. Comparisons made by special investigation engineers 
between actual ana estimated bid prices by Western and independents 
for complete switchboards also are greatly at variance with the results 
of the American Co.'s piece part comparisons. 
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The differences in manufacturing and marketing conditions between 
Western and the independent manufacturers are such as to make a 
comparison of their respective prices of little value in testing the 
reasonableness of Western’s prices. Some of these differences are: 
(1) The size of the market supplied by Western as compared with that I 
supplied by the independents; (2) the advance information available / 
to Western as to the anticipated purchases by its customers, as com- j 
pared with lack of such information available to the independent I 
manufacturers; (3) the cost of selling products of the independent 1 
companies as compared with the fact that no sales cost is incurred by 1 
Western; (4) the relative credit risks of the independent manufacturers / 
and Western. 
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CHAPTER 11 

DEPRECIATION 

Of all the subjects of controversy in telephone-rate proceedings 
during the last 15 or more years, that of depreciation has been the 
most bitterly fought and has attracted the widest attention. In 
recent years, the Bell Telephone System has charged to operating 
expenses and credited to depreciation reserves approximately $165,- 
000,000 annually to cover its estimate of depreciation in the property 
during the year. 1 In many rate cases the variation in results obtained 
by different methods advocated by companies and the representatives 
of the public for determination of annual and accrued depreciation 
has resulted in enough difference in the net earnings and rate of return 
to decide the case without consideration of other elements. 2 

Depreciation has been defined as follows: 

Broadly speaking, depreciation is the loss, not restored by current maintenance, 
which is due to all the factors causing the ultimate retirement of the property. 
These factors embrace wear and tear, decay, inadequacy, and obsolescence. 
Annual depreciation is the loss which takes place in a year. In determining 
reasonable rates for supplying public service, it is proper to include in the operating 
expenses, that is, in the cost of producing the service, an allowance for consump- 
tion of capital in order to maintain the integrity of the investment in the service 
rendered. The amount necessary to be provided annually for this purpose is the 
subject of estimate and computation. * * * * 

All definitions of depreciation included in circulars or accounting 
systems of the Interstate Commerce Commission and the Federal 
Communications Commission state in effect that annual depreciation 
charges shall be included in operating expenses and concurrently 
credited to reserves for accrued depreciation to the end that by the 
time the depreciable units of property go out of service, there shall 
have been accumulated a reserve equal to the original money cost of 
such property less the salvage recovered. The definitions of deprecia- 
tion which were established by the Interstate Commerce Commission 
in its 1913 uniform system of accounts for telephone companies, and 
which have since been largely reaffirmed in later systems of accounts, 
both by the Interstate Commerce Commission and the Federal Com- 
munications Commission, are based upon the concept that deprecia- 
tion represents loss of value measured by consumption of units of 
service available initially or exhaustion of service capacity. This 
exhaustion of service capacity is assumed for accounting purposes to 
be proportional to time or evenly distributed over the probable life 
of each plant unit. Variations in the rate of depreciation are caused 
by changes in the probable length of service life and recoverable 

» The average for the associated companies and the long lines department for the years 1985 to 1937, in- 
clusive. was $166,280,145. 

* “Charges to operating expenses may be as important as valuations of property. Thus, excessive 
charges of $1,500,000 to operating expenses would be the equivalent of 6 percent on $25,000,000 in a rate 
base.” — Chief Justice Hughes in Lindheimer v. Illinois Boll Telephone Co., 292 U. S. 151, 164, 167. 

* Chief Justice Hughes in Lindheimer v. Illinois Telephone Co., 292 U. S. 151, 167. 
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salvage which are, in turn, the result of changing conditions under 
which the property operates. 

History of the American Telephone & Telegraph Co.’s Depredation 
Practices. 

From the early days of Bell System history the American Bell Co. 
and subsequently the American Co., has exercised supervision and 
control over the accounts and bookkeeping methods of the licensee 
companies. Officials of the parent company realized that the con- 
tinuing prosperity of the system and of subsidiaries which they con- 
trolled was dependent to a large extent upon systematic provision out 
of e innings of amounts sufficient to cover the replacement of parts of 
the properties as they became worn out or superseded by later inven- 
tions. The reservation from earnings in the early days took the form 
of a maintenance reserve set up for the purpose of equalizing mainte- 
nance charges over a period of years ana providing for deferred main- 
tenance expenses. As expressed in a letter of the American Bell Co. 
in 1884, addressed to the licensees, it was certain that the current 
expense for repairs and reconstruction was not proportionate to the 
actual deterioration of property and that in future years the revenue of 
most companies would be subject to heavier charges on this account. 
It was, therefore, suggested that a reserve fund 4 be set aside to which 
•should be carried such part of the annual profits as represented the 
estimated amount of yearly depreciation not covered by expenditures 
on account of repairs and reconstruction. 

The idea of a separation between depreciation and maintenance 
expenses appears not to have become clearly formulated until about 
1908. At that time the former simple plan of charging replacements 
and reconstruction costs to operating expenses and utilizing an 
equalizing reserve merely to smooth out violent fluctuations from year 
to year underwent a radical change. During the intervening years, 
the depreciation problem was the subject of much discussion and study, 
and it was concluded by the American Co. that a separate estimate 
and allowance should be made for accrued and accruing depreciation, 
as contrasted with the former practice of one estimate and allowance 
covering current maintenance and depreciation. The accounting 
circular issued on November 10, 1909, by the American Co. provided 
for a “replacement reserve” subdivided into 14 subaccounts pertaining 
to each principal class of plant and equipment. This reserve was 
intended to represent the accumulated and unexpended provision for 
future replacement or maintenance of the plant and other property. 
The language of accounting circulars at that time appears to have 
been modeled after that of the Supreme Court decision in Knoxville 
v. Knoxville Water Co . 5 

Before coming to the question of profits at all the company is entitled to earn 
a sufficient sum annually to provide not only for current repairs, but for making 
£ood the depreciation and replacing the parts of the property when they come 
to the end of their life. 

The Interstate Commerce Commission’s Uniform System of Accounts 
for Telephone Companies, effective January 1, 1913, issued under the 
authority conferred on it by the Mann-Elkins Act of 1910, gave 

* The word “fund” is here used in paraphrasing the contents of the circular letter of the American Bell 
Co. Apparently the creation of a separate depreciation fund was contemplated at that time; actually do 
such funds have been segregated by the Bell System companies, the amounts reserved for depreciation being 
merged with the companies’ assets and used for corporate purposes. 

•212 U. 8. 1. 
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effect to the concept of the use of depreciation accounting for the 
purpose of an orderly measurement and periodical statement of the 
“expired outlay on productive plant.” 6 The application of this con- 
cept to accounting methods for telephone companies was first expressed 
by the Intemtate Commerce Commission in Accounting Series Circu- 
lar No. 30, issued November 15, 1911. The depreciation provisions 
of the first issue of the Uniform System of Accounts have undergone 
significant changes in subsequent issues, directed principally toward 
the practical application of this concept of depreciation accounting. 

Results of the American Co.’s Depreciation Practices. 

Examination of the financial reports furnished by the licensee com- 
panies to the parent company during the years 1883-1905 shows that 
up to about the year 1884 no substantial depreciation reserves had 
been accrued by the licensee companies. Between 1884 and 1905 
the depreciation accounting practices prescribed by the American 
Co. were adopted to an increasing extent, but with variations in 
interpretation and application, which produced wide differences in 
the amounts of the reserves accrued by the various companies. The 
reports for the year 1905 show maintenance reserve balances ranging 
from debit balances of 6 percent of the telephone plant account up 
to credit balances of upward of 30 percent. 

Explanation for the failure of many of the licensees to accrue sub- 
stantial depreciation reserves during the early years of the business 
may be found in the obvious financial prudence of taking out as much 
profit as possible before the expiration of the basic telephone patents, 
rather than creating large reserves represented by assets invested in 
additional property. The latter policy might have led to losses if, 
at the end of the basic patent period, the company had been unable 
to continue to dominate the field against competition. 

With the expiration of the basic Bell patents, the economic view- 
points of both the parent company and the licensee companies changed. 
After that time it became a question of obtaining the largest profit 
for the longest time under the conditions imposed by growmg public 
regulation and competitive enterprises. 

The combined balance sheets of the Bell System as at December 31, 
1908, show the investment in plant and equipment as $531,506,438 
and the reserve for depreciation as $17,818,995. 7 The reserve 
amounted to 3.4 percent of the property. On December 31, 1911, 
the investment in plant and equipment was $672,541,495 and the 
reserve for depreciation $73,832,001, or 11 percent of the property. 
At the latter date, wide variations still existed between the reserves 
of the various associated companies, the range being from a negative 
reserve of 5.5 percent for the Missouri & Kansas Telephone Co. to a 
credit balance of 28.8 percent for the Providence Telephone Co. 

A. method of eliminating the differences between depreciation 
charges and reserves in the various licensee companies and of stand- 
ardizing depreciation policies was discussed extensively by the Ameri- 
can Co. in 1909. In 1909 Comptroller Du Bois, of the American Co., 
made the following suggestion to President Vail: 8 

Now my thought is to begin an advance toward proper allowance for deprecia- 
tion but to proceed gradually so as not to disturb comparative earnings. In- 


• Interstate Commerce Commission Accounting Series Circular No. 13, July 29, 1907. 
T See exhibit 1364, schedule A-l, and exhibit 1360-B, schedule 2. 

• Exhibit 2089-A, p. 43, letter dated April 7, 1909. 
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stead of showing greatly increased earnings as above, I would show an increase 
in earnings about equivalent to the increase in capitalization and would hold the 
balance in reserve for depreciation. 

The Uniform System of Accounts adopted by the Interstate Com- 
merce Commission, effective January 1, 1913, provided accounts 
designed to permit the statement of the extent to which the original 
investment had been impaired through all causes which might lead 
to the ultimate retirement of the property 9 and also suggested methods 
or determining annual depreciation charges, as follows: 

The rate of depreciation should be fixed so as to distribute , as nearly as may 
be, evenly throughout the life of the depreciating property the burden of repairs and 
the cost of capital consumed in operations during a given month or year, and should 
be based upon the average life of the units comprised in the respective classes 
of property. [Italics supplied.] 

Beginning with January 1, 1913, the depreciation practices devel- 
oped by the American Co. provided for the determination of an 
annual straight-line depreciation percentage derived from an esti- 
mated average service life, salvage, and cost of removal, and applied 
to the book cost of the depreciable property as a basis for subsequent 
depreciation charges. The result of the American Co.’s interpreta- 
tion of what was permitted under the provisions of the 1913 system 
of accounts relating to depreciation is shown in the history of the 
depreciation reserves from 1913 to 1936, as set forth in table 54, 
page 329. As of December 31, 1913, the reserve amounted to 14.18 
percent of the total depreciable telephone plant. As of December 
31, 1936, this percentage had increased to 28.35 percent. 

In 1913 the entire operations of the associated companies were on 
a manual magneto and manual common battery basis with the minor 
exception of a few step-by-step automatic plants purchased from in- 
dependent companies. During the intervening 23 years to 1936, a 
very substantial portion of the property had been replaced by more 
costly automatic equipment of various types. Many new buildings, 
main conduit routes, and cables adequate to supply service for many 
years in the future were constructed. The plant grew from an in- 
vestment- of less than $800,000,000 in 1913 to over $4 ; 000,000,000 in 
1935, during which time the depreciation reserves mcreased from 
approximately $100,000,000 to over $1,000,000,000. It is possible to 
conclude from the above facts that reserves may have been accrued 
too rapidly for a plant of the age, composition, and growth of the 
Bell System. At the end of 1935 some of the variations between 
companies with respect to the ratio of depreciation reserves to invest- 
ment in depreciable telephone plant, which was apparent in 1911, 
had been reduced, the status in 1935 being as shown in table 55, 
page 330. 

• These causes had been stated previously in Interstate Commerce Commission Aooounting Series Cir- 
cular No. 30, p. 44, par. 1, issued November 15, 1911, to accounting officers of telephone companies. This 
circular contained a tentative uniform system of accounts for telephone companies. 
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Operating revenues of the Bell System companies from 1913 to 
1935 totaled $14,922,818,490. Of this amount, $2,634,658,204, or 
17.66 percent, was earmarked as depreciation expense either as 
charges to operation or against surplus and supplemented by $83,- 
303,654 absorbed into the expense or fixed asset accounts through the 
depreciation of general equipment charged to clearing accounts, mak- 
ing a total of $2,717,961,858. Of this total, $1,666,814,129 (10.72 
percent of the operating revenue, after adjusting for general equip- 
ment) was used for writing off an investment of $2,813,389,563 in 
removed or abandoned plant after allowing for resultant salvage, 
leaving a remainder of $1,051,147,729 (6.94 percent of operating reve- 
nue, after adjusting for general equipment) to be used m the future. 
The balance of operating revenues available for interest, dividends, 
and surplus, after making the above provisions and deducting other 
operating expenses, was $3,505,293,211, or 23.5 percent of the oper- 
ating revenues. The above figures with reference to plant removed 
or abandoned are particularly interesting in view of the relationship 
between the associated companies, the Western Electric Co., and the 
American Co. Practically all equpiment and supplies obtained by 
the associated companies are purchased from Western Electric Co., 
which has shown profits on such sales, and such profits have inured 
to the benefit of the American Co. as owner of practically all of the 
stock of Western Electric Co. 

Table 54 . — Depreciable telephone plant and depreciation reserve ( 191 S - S 6) 1 — Bell 
System in the United States 


At end of 
year 

(a) 

Total depreci- 
able tele- 
phone plant * 

(b) 

Reserve for de- 
preciation * 

(c) 

Per- 

centage 

reserve 

(c+b) 

At end of 
year 

(a) 

Total depreci- 
able tele- 
phone plant * 

(b) 

Reserve for de- 
preciation * 

(o) 

Per- 

centage 

reserve 

(c+b) 

1936 

$4, 039, 703, 607 
3. 983, 572, 452 
3, 959, 495, 905 
3, 944, 628, 900 
4,032, 166, 465 
3.983, 795. 522 

$1,145, 214.088 
1,061, 102, 083 

28. 35 

1924... . 

$2, 109, 282, 966 
1,816,791,472 
1,583,989,292 
1,425,453,966 
1,268,996,643 

1, 152, 803.664 

$485, 662, 088 
443, 130, 438 
395, 297, 455 
350, 642, 044 
309, 556, 404 
276, 364, 281 

23. 02 
24. 39 
24.96 
24.60 
24. 39 

1935 

26. 64 

1923 

1934. 

967, 712, 984 
891,437,886 
820, 194, 885 
788, 586, 005 

24.44 

1922 

1933 

22.60 

1921 

1932 

20.34 

1920 

1931 

19, 79 

1919 X. 

23. 97 

1930. 

3,825.454,909 

740, 005, 875 

19.34 

1918 

1,079, 141,408 

235. 395, 350 

21.81 

1929 

3, 467, 240, 109 
3, 121,315, 152 

699, 034, 674 
650, 621, 336 
600, 663, 640 
576, 215, 584 

20. 16 

1917 

1,001,974,666 
894, 290. 659 
839, 377, 256 
805, 256, 465 

201,089,953 
168, 043. 687 
142, 307, 226 
122, 337, 597 

20.07 

1928. 

20. 84 

1916 

18. 79 
16. 95 
15. 19 

1927.. 

2, 875, 563. 585 
2. 647, 726. 886 

20. 89 

1915 ... 

1926 

21.76 

1914 

1925. 

2, 3S5. 633, 817 

630,071,026 

22.22 

1913 

755, 390, 070 

107, 080, 543 

14.18 


> Source: American Co. annual reports of comptroller. 

* In 1032 and prior years, column (b) includes total plant in service, plus general equipment, less land, 
station installations, and interior block wires. .During these years, column (c) includes both reserve for 
depreciation and reserve for amortization of intangible capital, which latter reserve contains the reserve for 
right-of-way. 

From 1933 to 1936, inclusive, column (b) Includes all depreciable plant as classified by the Uniform System 
of Accounts. During these years, column (c) includes only the reserve for depreciation, since the right-of-way 
reserve is already included in the depreciation reserve. 
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Table 55. — Percent depreciation reserve of depreciable telephone plant of each 
associated company at the end of 1935 , Bell Telephone System in the United 
States 1 

Depreciation 
reserve, per- 
centage of 
depreciable 


Name of company: st, toss 

New England Telephone & Telegraph Co 26. 97 

The Southern New England Telephone Co 24L 47 

New York Telephone Co 32. 63 

New Jersey Bell Telephone Co 26.01 

The Bell Telephone Co. of Pennsylvania 22. 90 

The Diamond State Telephone Co 19. 64 

The Chesapeake & Potomac Telephone Co__ 27. 55 

The Chesapeake & Potomac Telephone Co. of Baltimore City 26. 92 

The Chesapeake & Potomac Telephone Co. of Virginia 18. 69 

The Chesapeake & Potomac Telephone Co. of West Virginia 19. 96 

Southern Bell Telephone & Telegraph Co 25. 28 

The Ohio Bell Telephone Co 18.48 

The Cincinnati A Suburban Bell Telephone Co 32* 01 

Michigan Bell Telephone Co 20. 89 

Indiana Bell Telephone Co 14. 62 

Wisconsin Telephone Co 35. 30 

Illinois Bell Telephone Co 30. 53 

Northwestern Bell Telephone Co 30. 60 

Southwestern Bell Telephone Co 25. 28 

The Mountain States Telephone & Telegraph Co 32. 43 

The Pacific Telephone & Telegraph Co 26. 57 

Total associated operating companies 27. 20 

American Co. long lines 21. 94 

Total Bell operating companies 26. 63 

American Co., general 55. 97 

Total Bell System 26. 64 


1 Source: The percentages in this table were taken from the American Oo. comptroller’s annual report for 
1935, statement No. 41. 

Present Depreciation Accounting Practices* 

The present depreciation accounting practices to be followed by 
the Bell System companies are prescribed in the Federal Communica- 
tions Commission Uniform System of Accounts for telephone com- 
panies by the following definitions and rules: 

3. (J) “Depreciation,” as applied to depreciable telephone plant, means the 
loss in service value (note instruction 3-Y) not restored by current maintenance, 
incurred in connection with the consumption or prospective retirement of tele- 
phone plant in the course of service from causes which are known to be in current 
operation, against which the company is not protected by insurance, and the 
effect of w ? hich can be forecast with a reasonable approach to accuracy. Among 
the causes to be given consideration are wear and tear, decay, action of the 
elements, inadequacy, obsolescence, changes in the art, changes in demand, and 
reguirements of public authorities. 

“Service value” is defined in section 3 (Y) as follows: 

“Service value” means the difference between the original cost and: 

(1) The salvage value (note instruction 3-W) for station apparatus. 

(2) The net salvage value (note instruction 3-P) for other telephone plant. 

The definition of “salvage value” is given in section 3 (W) as 
follows: 

“Salvage value” means the amount received for property retired, if sold, or if 
retained for reuse, the amount at which the material recovered is chargeable to I 
account 122, “Material and supplies.” ' 

The meaning of “net salvage value” is given in section 3 (P) as 
follows: 

“Net salvage value” means the salvage value (note instruction 3-W) of the 
property retired after deducting the cost of removal. 
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The Commission’s basic rules for depreciation accounting are stated 
in the Uniform System of Accounts as follows: 

DEPRECIATION ACCOUNTING 

80. Computation of depredation rates. — (A) Depreciation charges shall be com- 
puted by applying the composite annual percentage rates considered applicable 
to the original cost (note instruction 3-S. 1) of each class of depreciable telephone 
plant owned or used by the company. (Note also instruction 81-B.) These 
percentage rates shall be based upon the estimated service values and service 
lives (note instruction 3-Y-X) developed by a study of the company’s history 
and experience and such engineering and other information as may be available 
with respect to prospective future conditions. These percentage rates shall be 
computed in conformity with the group plan (note instruction 3-L) of accounting 
for depreciation and shall be such that the loss in service value of the property, 
except for losses excluded under the definition of depreciation (note instruction 
3-J) may be distributed under the straight-line method (note instruction 3-Z) 
during the service life of the property. Such percentage rates shall not include 
any allowance for loss in service value of property expected to be installed in the 
future. The percentage rates shall, for each primary account comprised of more 
than one class of property, produce a charge to operating expenses for that ac- 
count equal to the sum of the amounts that would otherwise be chargeable for 
each of the various classes of property included in the account. 

(B) In the event any composite percentage rate becomes no longer applicable, 
revised composite percentage rates shall be computed in accordance with para- 
graph (A) of this instruction. 

(C) The company shall keep such records of property and property retirements 
as will reflect the service life of property which has been retired, or will permit 
the determination of service life indications by mortality, turn-over, or other 
appropriate methods, and also such records as will reflect the percentage of 
salvage value, or net salvage value, as appropriate, for property retired from 
each class of depreciable plant. 

81. Depredation charges. — (A) Charges for currently accruing depreciation 
shall be made monthly to account 608, “Depreciation,” and to clearing accounts, 
as appropriate, and corresponding credits shall be made to account 171, “De- 
preciation reserve.” In computing the current monthly charges, one-twelfth of 
the composite annual percentage rate applicable to the primary accounts cover- 
ing depreciable telephone plant shall be applied to the average of the balances, 
as of the first and last of the current month, in each such primary account. 

(B) When the company is responsible under the terms of a lease for deprecia- 
tion of property, used but not owned, for which the rent is chargeable to account 
303, “Rent for lease of operating property,” depreciation charges shall be made 
on the same basis as for owned depreciable property. 

(C) A separate composite annual percentage rate for each account covering 
depreciable telephone plant shall be used in cpmputing depreciation charges. 
Such composite rates shall be computed in accordance with instruction 80. 

These instructions involve the definition of 1 ‘original cost” given 
in section 3 (S. 1) as follows: 

“Original cost” or “cost,” as applied to telephone plant, franchises, patent 
rights, and right-of-way, means the actual money cost of (or the current money 
value of any consideration other than money exchanged for) property at the time 
when it was first dedicated to the public use, whether by the accounting company 
or by predecessors. 

Note. — For the application of this definition to property acquired from 
predecessors see instruction 21. (Note also instruction 3-G. 1.) 

The rules also involve the definition of “service life,” for which 
reference is made to section 3 (X), as follows: 

“Service life” means the period between the time of installation (note instruc- 
tion 3-CC) of telephone plant and the time of its retirement. 

and the “straight-line method,” for which instructions are given in 
section 3 (Z), as follows: 

“Straight-line method,” as applied to depreciation accounting, means the 
plan under which the service value (note instruction 3-Y) of property is charged 
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to operating expenses and to clearing accounts and credited to the depreciation 
reserve through equal annual charges as nearly as may be during its service life. 

The American Telephone & Telegraph Co.’s rule for determining 
the annual straight-line depreciation charge has been to apply to the 
book cost of each class of plant an annual depreciation rate equal to 
the difference between 100 percent and the percent of net salvage di- 
vided by the average life. This rule is applied according to two 
different plans: (1) Each major unit of plant is considered as a sepa- 
rate entity and depreciated on the basis of its own individual estimated 
average service life and salvage; (2) groups of similar plant units are 
considered together and depreciated according to the above rule on 
the basis of the estimated group average life and the estimated group 
average salvage. The Bell System companies establish unit rates for 
large individualized structures, such as buildings and central offices, 
which are not dependent directly upon other units for the termination 
of their service lives. In effect the annual depreciation charge is 
determined separately for each such unit, and the charges are then 
added together to determine the total depreciation charge for buildings 
and for central office equipment for the company as a whole. The 
total annual depreciation charge divided by the corresponding book 
cost of property determines the annual depreciation rate for plant 
falling within these classes. 

Group or average rates of depreciation are established by the Bell 
System companies for continuous structures, such as pole lmes, wire, 
cable, and underground conduit, and the classes of plant consisting of 
large number of similar units, such as subscribers’ station apparatus, 
private branch exchanges, and motor and work equipment. These 
classes of plant lend themselves well to statistical analysis by actuarial 
methods whereby the average service lives indicated by the mor- 
tality experience of the plant may be determined and used as one of the 
guides for estimates of future life expectancies. 

The depreciation reserve, as carried on a telephone company’s 
books, is the accumulation of depreciation charges on the past and 
presently existing plant, less deductions on account of plant retired, 
further modified by the effect of purchases, sales, and transfers of 
depreciable property. 10 The credits to the depreciation reserve 
account are to be made in accordance with instruction No. 81 of the 
Federal Communications Commission’s Uniform System of Accounts 
for Telephone Companies, which requires the following: 

Charges for currently accruing depreciation shall be made monthly to account 
608, “Depreciation," and to clearing accounts, as appropriate, and corresponding 
credits shall be made to account 171, “Depreciation reserve." 

The charges to the depreciation reserve are to be made in accordance 
with instruction No. 83 of the Federal Communications Commission’s 
Uniform System of Accounts for Telephone Companies, which re- 
quired that: 

The service value of depreciable telephone plant retired (note also instruction 25) 
shall be charged in its entirety to account 171, “Depreciation reserve." 

Under ideal conditions, where the original estimate of service life 
and salvage are perfectly accurate and there is no change during the 
life of the unit or property involved which makes necessary a revision 

*• When depreciable property is retired from service, the amount at which It stands charged to the accounts 
should be deducted. If such deductions are incorrect in amount, the plant investment and depreciation 
reserve accounts are automatically distorted. 
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of the original estimates, the depreciation reserve as of any date 
during the life is the amount which, together with future credits 
to the reserve will exactly equal the original cost of the unit* or prop- 
erty less realized salvage, when the unit is retired. This situation 
exists, however, only by the merest coincidence. In practice, actual 
lives seldom, if ever, correspond with assumed lives used in deter- 
mining depreciation rates. If there is a change in the estimate of 
service life of a unit during its life, the depreciation reserve accumu- 
lated will never equal the amount which should be in the reserve 
under the ideal conditions referred to, even though a new basis of 
credits to the reserve be adopted from that point forward. The Bell 
System in adopting new rates during the life of units in service takes 
no account of the amount in the reserve at the date the new estimate 
is adopted. Therefore, the reserve, with respect to these units, will 
never be the amount which should be in the reserve under the 
straight-line method as of the date the new accrual rate is adopted. 
It must be either more or less. Of course, it is possible to conceive 
of a situation where several changes in estimates during the life of a 
unit will so counterbalance or offset one another as to produce, as of 
a certain date, the correct amount in the reserve under the straight- 
line method, but this would be a mere coincidence. Barring such 
coincidence the reserve will always be found deficient or excessive 
when the unit is retired. This is true with respect to individual 
depreciation rates established for large units of property as well as 
group or average rates applied to continuous structures and classes of 
plant consisting of large numbers of similar or homogeneous items. 

A simple example will illustrate the foregoing. If we assume a 
single unit of plant installed at a cost of $10 with an estimated service 
life of 10 years, with no salvage, the depreciation cost per annum 
is $1. Further, assuming that the item has been in service for 5 
years and a new estimate of total service life is then made of 20 years, 
such revised estimate produces an annual depreciation cost of 50 
cents. There is at this time a depreciation reserve of $5 and over the 
remaining 15 years there will be accrued $7.50 or a total of $12.50 
as contrasted with the service value (original cost less net salvage) 
of $10. This practice may, of course, have the opposite effect in an 
instance where the rate is changed due to an estimate of service life 
which is shorter than the estimate at the time of installation. 

The history of Bell System depreciation rates has shown in general 
successive reductions in the composite rate over a long period of years, 
indicating longer service lives of units of plants. The effect of this 
condition, together with Bell System accounting practices referred 
to, would be to produce an overaccrual in depreciation reserve, pro- 
vided offsetting factors are not present. 

Bel! System Engineering Practices Underlying Depreciation Cost 
Determination. 

The Commission’s definitions and instructions in the Uniform 
System of Accounts pertaining to depreciation apply to accounting 
practices only. In regard to the method of computing annual depre- 
ciation rates, item (A) of section 80 states that these percentage 
rates shall be based upon the estimated service values and service 
lives. The engineering work of determining the average life and 
net salvage for each class of telephone plant is mentioned m a general 
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way in item (C) of section 80, which requires that the company keep 
such records of property as will permit the determination of service- 
life indications by mortality, turn-over, or other methods, and salvage 
percentages. Clearly many methods of analysis may be applied 
within the scope of the instructions. 

In determining the indicated average life of various classes of 
depreciable telephone plant the Bell System companies have used 
for certain classes of plant judgment alone, and for other classes an 
analysis of the record of what has happened in the past, and have 
applied to such analyses judgment as to what is likely to happen in 
the future in the light of reasonably expected developments. The 
most usual forms of studies and analyses may be designated as (1) 
turn-over cycle, (2) mortality studies, and (3) detailed engineering 
forecasts. 

The judgment method, not supported by detailed studies or analyses 
was used early in depreciation accounting history before experience 
and historical data had been accumulated on which to base factual 
analysis of the length of life of a telephone plant. The application 
of judgment without the aid of supporting data to the determination 
of the life of a telephone plant is very unsatisfactory since judgment 
must necessarily be based upon the limited experience of individuals. 
The tendency is to base judgment upon the recollection of those units 
of property which have been retired and to lose sight of the great 
mass of property of perhaps greater age which is still in service. The 
tendency of the application of judgment is, therefore, to produce too 
short a service life and too high a depreciation rate. Judgment is, 
however, the only method available for estimating the average life 
of those classes of property for which adequate historical data are 
not available, such as underground conduit, creosoted pine poles, 
and various plant elements which have been developed and put in 
service so recently that no representative retirements have yet been 
made. 

The turn-over cycle method consists of accumulating annual 
retirements of plant from a selected date back through the preceding 
years until the sum of such retirements equals the book cost of the 
property at that time. The method may also be applied by accumu- 
lating gross additions from a selected date backward through the 
years until the total is equal to the book cost at the starting point 
or selected date. This method depends in theory upon the assump- 
tion that all telephone plant of a given class is retired from service 
at the same age, an assumption which is far different from the known 
facts. Actually, telephone plant retirements are distributed over a 
wide range of ages. This indefensible assumption introduces an 
error of large and indeterminable amount into the results of the 
method, the error being always in the direction of too short an average 
life and too high a depreciation rate. Various refinements worked 
out by the American Co. have succeeded in only partially eliminating 
this error. 

Mortality studies of telephone plant are based upon methods 
worked out by life insurance actuaries for the analysis of human 
mortality. Such studies can go only as far as the determination of 
the average life of plant which the company has experienced in the 

E ast, the way in which retirements of various parts of the i>lant have 
een grouped about the average life and the age distribution of the 
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'existing plant. Insofar as future conditions may be expected to 
differ from those leading to past retirements of telephone property, 
judgment must be applied to the results of the mortality studies to 
determine probable future average lives and corresponding deprecia- 
tion rates. As an aid to the application of judgment in estimating 
future life expectancy it will be helpful to have available mortality 
studies reflecting past experience which indicate the relative impor- 
tance of different causes of retirements in the past. The termination 
of life of telephone plant is due to a variety of causes which operate 
with varying degrees of intensity during different periods. Depre- 
ciation studies so far made by Hell System companies have listed 
these causes, but have attempted no quantitative measurement of 
their individual effects. 

For large units of plant, such as buildings and central offices, for 
which individual rates of depreciation are established, detailed indi- 
vidual engineering forecasts of the probable ultimate retirement 
dates are made by the Bell System companies. These detailed fore- 
casts are subject to modification from time to time as the telephone 
company changes its plans for the ultimate disposition of its build- 
ings or equipment as a result of changes in the growth of the com- 
munity served, the introduction of new and improved types of equip- 
ment, or for other reasons. 

The percentages of plant to which the American Telephone & 
Telegraph Co. claims each of the foregoing methods is applied are 
shown in table 56 below. 


Table 56. — Classification of Bell System book cost of depreciable telephone plant 
as of Dec. 31, 1935, according to the method underlying service-life determination 1 


JUDGMENT METHOD 


Group I: Percent 

Exchange right-of-way $10, 610, 000 

Toll right-of-way 24, 699, 000 

Toll aerial cable 141, 860, 000 

Toll underground cable— 156, 495, 000 

Exchange underground conduit 253, 043, 000 

Toll underground conduit 77, 493, 000 

Exchange submarine cable 2, 577, 000 

Toll submarine cable - 4, 403, 000 


Total. 


671, 180, 000 16. 0 


ENGINEERING FORECAST METHOD 


Group II: 

Buildings 

Central-office telephone equipment. 


423, 065, 000 
1, 076, 546, 000 


Total 1,499,611,000 


TURN-OVER CYCLE METHOD 

Group III: 

Station apparatus 250, 713, 000 

Booths ana special fittings 27, 571, 000 

Exchange aerial wire 40, 957, 000 

Toll aerial wire 177, 497, 000 

Furniture and office equipment 41, 778, 000 


Total 


538, 516, 000 


37.6 


13.5 


i Source: Figuroe submitted by the American Telephone & Telegraph Co. 
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Table 56. — Classification of Bell System book cost of depreciable telephone plant 
as of Dec. SI, 1935 , according to the method underlying service-life determination — 
Continued 

ACTUARIAL METHOD 


Group IV: Perce* 

Private branch exchanges $120, 024, 000 

Exchange pole lines 199,761,000 

Exchange aerial cable 278, 288, 000 

Exchange underground cable 449, 281, 000 

Toll pole lines 200, 693, 000 

Vehicles and other work equipment 26, 219, 000 


Total 1,274,266,000 32.0 


Grand totaL 3,983,573,000 100. O 


The length of life of telephone plant is dependent to such a large 
extent upon the adoption and execution of managerial policies, 
upon economic conditions influencing growth and expansion of the 
property, and upon developments and inventions in the art of teleph- 
ony which render existing plant obsolete and uneconomical to 
operate, that accurate forecasts for the future are impossible. The 
best that can be done in determining probable future service life is 
to determine what service life has been in the past, to determine the 
relative weight of different causes of retirements contributing to past 
service life experience, to determine the continuity or probable change 
in managerial policy affecting the removal of plant, and to consider 
the probable effect of future changes in demand and in the communi- 
cations art. It is, of course, obvious that the original estimate is 
subject to revision whenever the effect or magnitude of any of the 
causes stated becomes apparent. This may mean more or less 
frequent revision of the entire forecast. 

Estimates of salvage for use in determining depreciation rates of 
telephone properties involve forecasts of the probable amount of 
reuse of existing plant after its removal from service in its present 
location and of the probable scrap or junk value in case the material 
is not reused. Estimates of salvage made by the Bell companies are 
usually based upon experience with amounts recovered from property 
retired from service either through reuse or disposal as junk. In 
order to eliminate the effects of changing price levels it often has 
been the practice of the Bell companies to express salvage as a per- 
centage of the original cost of plant converted to a uniform price 
level . 11 This is accomplished by pricing the units of the plant retired 
at reproduction costs as of a certain date and adjusting salvage recov- 
eries to the same price level. Plant retired when price levels are 
higher than those represented in the cost at which the plant is retired 
will yield more salvage than was provided for in the determination 
of annual depreciation charges. Conversely, plant removed when 
price levels arc lower than those represented in the cost at which the 
plant is retired will result in salvage less than that provided for in 
the determination of the depreciation charges. 

Attempts to estimate salvage recoverable during periods in the 
future resolve themselves into attempts to estimate future price 
levels. Changing conditions will obviously indicate the necessity 
for a revision of the original estimate. 

11 In certain rate case presentations the policy here described has been modified. 
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Depreciation as a Factor in Rate Making. 

The problem of depreciation does not consist solely in the proper 
estimate of lives and salvage percentages for determining annual 
depreciation accruals, since the subject of accrued depreciation is also 
of large import in the establishment of telephone rates. In fact, the 
annual depreciation charges and the accrued depreciation to be 
deducted in developing the rate base constitute veritable Siamese 
twins, and must be treated as such. Regulatory consistency, finan- 
cial integrity, and intellectual honesty all demand a rational and 
harmonious consideration of these inseparable elements, and the 
failure of Bell System companies to recognize and admit the necessity 
for such harmonious treatment of these two separate phases of the 
depreciation problem has resulted in lengthening rate hearings and in 
developing acrimonious debate. 

It has been claimed by the Bell companies in rate cases that only 
certain of the many causes of eventual retirement of telephone plant, 
for which annual depreciation charges on the straight-line basis are 
made, are factors which cause a loss in value during the progress of 
the life of their properties. They have claimed that due allowance 
must be made for obsolescence and inadequacy and other functional 
causes of retirement in developing annual accruals, but at the same 
time they have contended that these functional factors do not materi- 
ally detract from the value of property so long as it continues in serv- 
ice, or until its retirement is imminent. This position is tantamount 
to an assertion that physical deterioration is the only major cause of 
loss in value for rate purposes . 12 

The pursuit of this argument has resulted in rate-case claims by 
Bell System companies of accrued depreciation for valuation purposes 
limited usually to from 7 to 12 percent of the original cost of the 
properties, whereas the same companies have accumulated deprecia- 
tion reserves from annual charges to operating expenses on account of 
the same properties amounting to from 20 to 35 percent of the cost of 
the plant. The effect of the adoption of these contentions would be 
to provide the company with a large portion of its cash requirements 
for constructing new plant out of earnings without obligation on the 
part of the company in the form of stocks, bonds, or other evidence of 
indebtedness. The difference between the amount in the deprecia- 
tion reserve thus invested in plant and the much lower deductions 
from cost claimed on account of accrued physical deterioration 
represents plant which has cost the owners and financial backers of 
the Bell companies nothing, but on which they claim a right to earn a 
return. 

These inconsistencies between company claims for large annual 
depreciation charges to be included in operating expenses and simul- 
taneous contentions for relatively low amounts of accrued depreciation 
to be deducted for valuation purposes have given rise to major con- 
troversies in a large number of rate cases, notably in the New York 
Telephone Co, case 13 in which the Federal court held that the depre- 

11 For instance, in the presentation of testimony on behalf of the Wisconsin Telephone Co. before the 
Public Service Commission of Wisconsin in the Commission’s State-wide investigation, No. 2-U-35, at 
p. 9652 of the Record, George F. Crowell, chief engineer of the Wisconsin Telephone Co., said: “As I pre- 
viously stated, the life of the property is limited to a large extent by such factors as inadequacy, obsolescence, 
public requirement and casualties which when they do occur destroy the value of the property immediately 
and completely except for salvage recovery but do not affect its value until they do occur.” 

“36 Fed. (2d) 54. 
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ciation reserve was the best evidence which had been presented to it of 
the actual depreciation existing in the property, and in the Illinois 
Bell case 14 in which the Supreme Court held that differences in the 
two kinds of depreciation as claimed by the company were 
irreconcilable. 

The Interstate Commerce Commission based its decision concerning 
depreciation charges for telephone companies on the assumption that 
the straight-line method of charging depreciation carried with it the 
necessity for consistent treatment of the elements which produced 
depreciation for annual expense purposes and for valuation purposes. 
In its first decision, issued November 2, 1926, 16 the Commission said: 

As a result of making them (straight-line depreciation charges) a reserve will 
be created which will, if the charges have been accurately estimated, at any time 
equal the loss in existing property due to the process of consumption in service. 

Later, in the same decision, appears the statement: 1 * 

It is essential to bear in mind, however, that there is an inseparable connection 
between the straight-line method and the principle that accrued depreciation, 
represented by the depreciation reserve, must be deducted in ascertaining rate- 
base value. If any other principle should hereafter be adopted by the courts, a 
reconsideration of the entire question of depreciation accounting would at once 
become necessary. 

In its decision upon rehearing (177 I. C. C. 408) the Commission 
stated: 

Our conclusion is only that the same elements which produced depreciation 
for accounting purposes likewise produced depreciation for valuation purposes, 
and they cannot properly be observed and taken into account in the one case and 
at the same time be overlooked and neglected in the other. 

Other commissions have also discussed this matter. In a recent 
decision the Railroad Commission of California spoke of “the extreme 
and inequitable results” which must follow the adoption of any such 
position, and the commission’s engineer testified that “the company’s 
claims appeared to be so at variance with reason and facts as to 
cause the collapse of the method by its own inconsistencies.” 17 The 
Interstate Commerce Commission took the position that if a truly 
harmonious and equitable result cannot be attained under the straight- 
line method of developing annual depreciation charges, the alternative 
would appear to be the adoption of some other method of handling 
accruing depreciation. 

Deterioration, obsolescence, and inadequacy, the three most 
important causes of loss in value, are known to change in varying 
amounts from year to year. Theoretically, the book depreciation 
reserve and the loss in value of the property itself will be equal if 
the annual depreciation charges credited to the depreciation reserve 
are equal to the depreciation occurring each year in the property. 
Under these conditions the accrued depreciation and the depreciation 
reserve are both equal to the accumulation of the depreciation which 
has occurred annually throughout the past life of the depreciable 
telephone plant less the depreciation completed through retirements. 

Depreciation charges have constituted an important part of the 
total operating expenses of the Bell System companies. The total 
depreciation charges in 1910 amounted to a little over $27,000,000. 

»< 292 U. 8. 151. 
i* 118 I. C. C., p. 301. 
i* 76 id., p. 356. 

17 City of Lot Angela v. Southern California Telephone Co., 14 P. U. R. (N. S.) 252, 271. 
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They have increased steadily with the growth of the telephone plant, 
until in 1935 total depreciation charges for the Bell System companies 
amounted to over $175,000,000. The relation of depreciation charges 
to total telephone operating expenses has remained fairly constant 
during the period from 1910 to 1935 at approximately 22 percent of 
operating expenses. In most of these years, the depreciation charges 
have been roughly equal to the current maintenance expenses. In 
1936, depreciation provisions of the American Co. and the associated 
telephone companies aggregated approximately $168,000,000 and the 
depreciation reserve at the end of the year was more than $1,145,000,- 
000, equal to 26.6 percent of the combined telephone plant of the 
companies, amounting to $4,309,000,000, excludmg construction in 
progress. 

Although the telephone industry is generally considered to be more 
stable and less affected by variations in economic conditions than 
most industrial enterprises, revenues of the Bell System companies 
have varied materially with changing economic conditions between 
periods of business prosperity and business depression. The system’s 
revenues reached a maximum of $1,152,000,000 in 1930, but declined 
to $894,000,000 in 1933. This represents a drop of over 20 percent 
during a period of 3 years. During this same period depreciation 
provisions charged direct to operating expenses decreased from 
$183,000,000 in 1930 to $172,000,000 in 1933, a decrease of only 
about 6 percent. The decrease in depreciation charges has been due 
in part to company estimates of the extent to which obsolescence and 
inadequacy as factors in depreciation have been less active during the 
depression years than they were prior to 1930. 

In depression periods the telephone companies lose subscribers, 
the number of stations is reduced, and the number of telephone mes- 
sages to be handled by the existing plant decreases. As a result the 
telephone plant which was designed to handle something in excess of 
peak requirements is more than ample to handle the reduced volume 
of business. Hence, major additions and rearrangements of the plant, 
which are required during periods of rapid growth, are postponed 
until such growth is again resumed. Since the majority of telephone 
plant retirements are made in connection with construction or recon- 
struction programs, the retirements during and immediately following 
the period of depression are reduced substantially to those required 
by the deterioration, or wearing out of the property only. Were 
depression conditions to continue in effect for a long period of time, 
the life of telephone plant would be substantially increased beyond 
that experienced during normal economic conditions or during periods 
of rapid growth. With falling prices during the depression period 
the salvage recoverable from plant retired is also reduced, but not 
to an extent sufficiently great to offset the effect of the increase in 
the length of life on the depreciation rate. Consequently, during 
periods of depression, depreciation rates, and annual depreciation 
charges required to compensate for the depreciation currently accruing 
in the property have become lower. The extent of this reduction 
in the actual depreciation rates used by the Bell companies depends 
upon the methods of analysis used and the relative weight given to 
the current low rates of property retirements and the assumptions 
made in anticipation of higher retirement rates in the future. 
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Certain State commissions in recent rate cases have reduced depre- 
ciation rates during the depression period in recognition of the reduc- 
tion in retirements due to elimination of inadequacy. For instance, 
in the decision of the Maryland Public Service Commission in the 
Chesapeake and Potomac case , the commission said : 18 

The company points out that it is required by the Interstate Commerce Com- 
mission to base depreciation accruals upon the ?< straight-line'' theory which con- 
templates uniform annual accruals which will aggregate the amount of the original 
cost of the item at the time of retirement. This commission approves of the 
straight-line method of accounting for depreciation, but understands that the 
line remains straight only so long as original assumptions prevail, and that every 
change in the estimate of service life must produce a variation from the straight- 
line previously determined for the class of property affected. The closest adher- 
ence to the straight-line method requires adjustments to accrual rates whenever 
conditions change, and when a change occurs of such magnitude and far-reaching 
effect as the present business depression, it is bound to have a very noticeable 
effect upon the proper rate of accruals for retirements in what has been, hereto- 
fore, a steadily expanding property. 

The Maryland commission in this case did not interpret the straight- 
line method as requiring that the same percentage of book cost must 
be charged annually as depreciation from the beginning to the end of 
the life of a group of property units, but rather contended that the 
annual percentage of depreciation, represented bv the slope of the 
straight line, will change from time to time with changes in economic 
conditions affecting the rates at which telephone plant is retired. 

In the Wisconsin Commission's Report and Recommendations to 
the Federal Communications Commission, submitted April 30, 1935, 
appears the following quotation from that commission's decision in 
Docket No. 2-U-502, in which it fixed rates of depreciation for the 
Wisconsin Telephone Co.: 

The witnesses for the company and for the commission agreed that the present 
and future length of life of telephone plant elements would be substantially 
longer, than was indicated by the company's analyses of past experience, which 
show the trend of service lives from 1922 to 1930, inclusive (exhibit No. 1). 
Both called attention to the decrease in rates of retirement of plant since 1930 as 
indicated by the table above. 

The commission's staff converted the average retirement ratios of the last 3 
years into terms of service lives by proper adjustment of mortality curves to 
obtain an indication of probable life if recent conditions should continue. The 
company seems to have relied largely on judgment in measuring the effect of this 
period of restricted growth on service life, guided by the expected interval before 
the number of stations in service again equals the 1931 peak (transcript, pp. 47, 
48). It appears from the testimony that Crowell, for the company, has based 
his estimates on the assumption that predepression conditions will be restored 
by the year 1937, and that telephone growth and other factors affecting retire- 
ments due to inadequacy and obsolescence, during the 20 or more years from 
then until the end of the life of the present plant, will be the same as experienced 
between 1922 and 1930. 

The recent low retirement rates are caused largely by the decreased effect of 
inadequacy, formerly one of the largest factors in terminating the life of tele- 
phone plant. The decreased effect of inadequacy is due chiefly to low rate of 
growth and excessive amounts of property for the present number of stations. 
The fact that telephone growth between 1921 and 1931 was abnormally rapid 
because of the combined effect of inadequacy of facilities following the cessation 
of construction during the war and the great business boom, together with the 
inevitable approach of the point of saturation in telephone usage, makes the 
correctness of the company's forecast extremely doubtful. * * * 

In examining the relative merits of these two estimates of service lives, there 
appears to us to be strong support in orders of the Interstate Commerce Com- 
mission and in decisions of the United States Supreme Court (Lindheimer v. 

18 Reported In 1 P. U. B. (N. 8.) 1934, p, 3T9 , 
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Illinois Bell Telephone Company , supra; Board of Public Utility Commissioners v. 
New York Telephone Company , supra) for including in each year's operating expenses 
the depreciation which has currently accrued in the property during that year, a 
method which was not proposed by any of the witnesses, but is approached more 
closely by Colbert and Hill than by Crowell. The first finding of the Interstate 
Commerce Commission in order No. 14700 is as follows: 

“1. We therefore find that depreciation is the loss in service value not restored 
by current maintenance and incurred in connection with the consumption or 
prospective retirement of property in the course of service from causes against 
which the carrier is not protected by insurance, which are known to be in current 
operation, and whose effect can be forecast with a reasonable approach to 
accuracy.” 

In a seasoned plant, the losses in service value from causes “which are known 
to be in current operation” are reflected in current retirement rates, and in the 
staff's study their effect on service life has been given weight by a proper adjust- 
ment of the company's graduated life tables (transcript, p. 140). Expected 
future losses in service value from causes not in current operation would have 
no place in current depreciation charges, according to the above definition. The 
Supreme Court in Board of Public Utility Commissioners v. New York Telephone 
Company , supra , says: “It is conceded that the exchange rates complained of are 
not sufficient to yield a just return after paying taxes and operating expenses, in- 
cluding a proper allowance for current depreciation.” The inference is obvious 
that proper allowance should be made for current depreciation. 

The Wisconsin commission gave considerable weight to the low re- 
tirement rates during the depression period as evidence of longer life 
of the property and lower annual depreciation rates. They empha- 
sized the decreased effect of inadequacy as a cause of retirements, due 
chiefly to the low rate of growth and the excessive amounts of property 
in relation to the present number of stations. 

The Railroad Commission of California and the Michigan Public 
Utilities Commission have dealt with the depreciation problem in 
rate cases along lines differing from the treatments so far discussed. 

The position of the California commission is well defined in its 
opinion in City of Los Angeles v. Southern California Telephone Co. 9 
P. U. R. 14, (N. S.) 252, reading in part as follows: 

At this point it is appropriate to consider all of the evidence of value in the 
record except that relating to accrued depreciation. From consideration of all 
the evidence, including the historical cost of the property, and the present costs 
compared with historical costs and of the value of the property as a going con- 
cern, the fair value undepreciated, including allowance for materials and supplies 
and working costs for the property existing December 31, 1934, is determined for 
the entire company to be $166,000,000 and for the Los Angeles extended area to 
be $120,000,000. 

* * * * * • * 

ACCRUED DEPRECIATION AND DEPRECIATION EXPENSE 

Perhaps the most important and certainly the most intricate issue presented 
centers about the amount reasonable and necessary as annual operating expense 
allowance for depreciation and its complement, the amount to be deducted from 
the property base because of accrued depreciation. 

♦ * • * * • • 

The company claims that it should be allowed as annual depreciation expense 
(in addition to those charges for that property retired through current mainte- 
nance or otherwise) a composite rate of about 4 percent of the property base. 
At the same time it insists that because of the high degree of maintenance and 
the fact that there are currently present no observable or known functional causes 
fof retirement of any consequence, its property with a composite average age in 
excess of 7 years has suffered an existing depreciation of but 7 percent, compared 
with an accrued depreciation of more than 22 percent, if calculated on the basis 
of the same rates used by the company for calculating depreciation expense. 

* * * * * * * 
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RESULTS BT THE STRAIGHT-LINE METHOD 

The company for many years has accounted for depreciation expense upon the 
straight-line basis.® The result obtained admittedly is not in accord with 
reality. “The lives of property” as testified to by Mr. Fleager, “do not follow 
that theory.” Under this oasis the company has built up a reserve which at the- 
end of 1934 amounted to nearly three times its estimate of the depreciation existing; 
in the property. On the identical assumptions and prophecies upon which the 
company estimates a straight-line depreciation expense percentage of 4.42, the 
past accrued depreciation, the Company estimates, equals an even higher amount 
than does the reserve. 6 

Mr. Heager, however, was of the opinion that the present reserve is adequate.* 
If he is correct in this, it necessarily follows that the annual allowance for expense 
should be less. d 

******* 

OBSERVED DEPRECIATION AND RETIREMENT EXPERIENCE 

The existing depreciation in the property, it is claimed by the company, reflects 
the fact of depreciation as disclosed by inspection and observation and uninfluenced 
by any theories and assumptions. It was revealed, however, by the city’s cross- 
examination, and also affirmative testimony by Commission engineers, that 
actually there were various theories and assumptions underlying the company’s 
estimate. It was the result of an attempted determination by inspection of a 
“condition percent” of the property • which in turn was translated into value by 
the use of the same percentages. 

Inspectors of the property generally reported its condition by nomenclature, 
such as “good,” “fair,” and “poor.” To these were assigned percentages/ 
Central-office equipment, referred to in the footnote, has, according to the com- 
pany, practically zero value as salvage. Hence, under the percentage assumptions 
or assignments, at or about the time of retirement there occurs what the company 
witness characterized as “a comparatively precipitate drop” from a percent 
condition of around 83 percent to zero and which drop, still according to the 
theory, is translatable to value.* 

It is obvious that under the definitions and methods upon which the figure under 
discussion is based, functional causes of depreciation, characterized by the com- 
pany’s witness Scoville as amongst “the most deadly influences affecting the life of a 
telephone plant,” are almost completely ignored. As expressed by Mr. R. A. 
Wehe, engineer of the commission who has specialized in the subject of deprecia- 
tion, “to follow a type of service theory of value * * * which would find a 

depreciated cost from 80 to 100 percent throughout the life of a plant unit, and 
then indulge in the hypothesis of suffering this final loss during the last stages of 
service, possibly within a matter of a few months before replacement, is to me so at 

• This has been pursuant to accounting instructions of the Interstate Commerce Commission. 

» Mr. Fleager testified that if the expense rates claimed by the oompany had been approved then the 
figures represented in his estimate would be those which should appear in column 2 of schedule 6 of the 
depreciation report prepared originally in accordance with the requirements of the Interstate Commerce 
Commission, which column is headed “Estimate of Past Accrued Depreciation" (ex. 78, p. 60). He ex* 
plained how his estimated figure was arrived at os follows: 

“• * • we have two methods in actually computing this, and we have used in certain accounts one 
method and in other accounts another method, that is, whichever one of the mechanics was more con- 
venient to get the answer. One was to find, with the prophecy of the future life that you have for a piece of 
property, how much additional reserve should be accumulated, and knowing the salvage and how much 
additional reserve should be accumulated, why, you should know what should be m the reserve for it. 
The other method is to reverse that transaction and begin with the birth of the property and with those 
rates, with the passage of time, to calculate what reserve should have been accumulated on that property. 
And, of course, the mathematical conclusions from this gives the total reserve requirement. They really 
lead to the same answer, only one is a positive way and the other is a negative way of gt tting that answer." 

« His testimony was: “We have built up a balance in our actual reserve for the company which, in my 
Judgment, will protect the property. I think it is a proper reserve In view of all the circumstances.” 

• Mr. Barnes testified that ff the depreciation reserve requirement merely equaled the reserve then bad* 
call y the use of longer lives would be proper with a consequently lower annual rate. 

• Thus, Mr. Ilse, the company’s witness, testified: “We compare that property to a property of exact 
gixe, type and kind, similarly located, 100 percent new. That Is the percent condition.” 

/ To central office equipment, the most important item of the company’s property, the percentages 
assigned ranged from 83 to 99 percent. Ilse, in response to a question as to what would happen if a unit was 
to fall as low as 75 percent, testified it is “inconceivable to me that anything could grade that low becaugp 
we do not allow central-office equipment to get in any such condition— using these percentages as a basis fov 
grade.” 

• The manual central-office equipment in the Drexel offloe in Los Angeles, which office was originally 
installed in 1911, for some time has been programmed for conversion to dial equipment in 1936. The retire* 
ment of such manual equipment and the substitution of dial equipment is dictated by considerations ol 
“over-all economy.” Nevertheless, according to the oompany’s theory the “precipitate drop” in percent 
condition, and hence value, is set off by the issuance of an open work order for the conversion. 
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variance with reason and facts as to cause the collapse of the method by its own 
inconsistencies.” 

* * * * * * * 

RESULTS OF SINKING-FUND METHOD 

As this commission has frequently pointed out, such conflicts and inconsis- 
tencies as have been discussed herein in the treatment of depreciation in rate cases 
may be avoided by the use of the sinking fund method. No estimate of the 
highly controversial issue of accrued depreciation is needed in this method, the 
undepreciated property value being used as the base. The amounts accrued are 
in most properties, as in this company, invested in the property and with a reason- 
able interest return thereon are sufficient to replace the property at the end of its 
estimated useful life. The method has been followed for many years by this 
Commission* 

In Los Angeles G. & E. Corp. v. Railroad Commission , supra , the commission 
tested earnings for rate purposes in accordance with its usual practice by making 
no deduction for accrued depreciation, but with the expense of depreciation taken 
as a reasonable sinking fund annuity. The court did not criticize this method 
of treatment. There was, however, a commission finding as to the amount of 
accrued depreciation, but this in fact played no part in the final determination. 
The same procedure will be followed here. * * * 

In its opinion in re Michigan Bell Telephone Co. (10 P. U. R. (N. 
S.) 149) the Michigan Public Utility Commission discussed various 
phases of valuation and depreciation problems. The basic thesis of 
the treatment there discussed is set forth in the following words: 

VALUATION DEPRECIATION 

Under this heading will be considered the relationship between the capital value 
or rate base and the income requirement. Because, as we have stated, capital 
value is only a mode of expressing the present significance of an income to be 
distributed in time, it is this income which needs to be divided and allocated 
among depreciation and profit. These elements themselves are not obtained 
from abstract considerations but are the results themselves of the volume of 
income and its distribution in time. Since one element could not be explained 
standing alone, we consider them together as involved in the income and capital- 
value relationship, emphasizing especially the most complicated and controversial 
element, depreciation. 

This we define simply as value loss. If a comparison is made in the value of 
an object, be it item or enterprise, as between two effective time points, and 
that of the later is less than the prior, the difference is depreciation. In funda- 
mental aspect the reason for the diminution in value, if any, rests upon two factors 
which may be separately analyzed even though at times their effects are inextri- 
cably intermingled. The first factor is the change in the volume and time dis- 
tribution of income; the second factor, if it is present, will consist in any change 
in the rate at which the dollar of prospective income is valued — that is the rate 
of discount. 

******* 

The annual income shown in column 3 of the following table is obtained by 
first ascertaining the price requirement per unit of service to yield a profit of 
6 percent upon an investment of $100 in an item having an output in terms of 
units or percent of capacity as indicated in column 2. * * * and it is only 

necessary to multiply the annual quantities of output by the rate per unit to 
ascertain the probable income for each year, as indicated in column 3. Upon the 
assumptions of income thus made the mutations in capital value indicated by 
columns 4 and 5 necessarily ensue, and the result is the annual depreciation as 
shown in column 6. It should be noted that the conditions of demand under 
which the service capacities of the item are exploited are such that as a result 
only 2.27 percent of its value may be said to be consumed in the first year. This 
relatively small amount is to be compared with what would be the case under 
an expectation of constant use — 7.59 percent; or with the straight-line deprecia- 

* See Antioch y. P. O. & E. Co., 5 O. R. 0. 19; Re So. Cal. Ed. Co., 19 0. R. O. 695; Re S. C. T. Co., 20 
O. R. C., 981; Re S. J. L. & P. Corp., 21 O. R. C. 646: Re P. O. & E. Co., 22 C. R. O. 744; Re Coast Countie 
0. 4 * E. Co., 24 O. R. C. 69; Re S. C. T. Co., 25 C. R. C. 721; Re P. T. & T. Co., 33 O. R. O. 737; Re L. A. 
O. & E. Corp., 36 O. R. 0. 442; Re S. D . C. Q. & E. Co., 39 O. R.O. 279. 
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tion requirement of 10 percent. It is at once apparent that the assumption of a 
constant equal annual depreciation requirement of 7.59 percent makes the profit 
of the first year appear to be only 0.68 percent; while if straight-line depreciation 
accounting is applied to the example, a loss of 1.73 percent is shown to have been 
incurred. But in reality a profit of 6 percent was earned upon the initial value, 
and profit at the same rate continues to be earned upon the values, such as they 
are, at the beginning of each year. 

Table IV. — Valuation . — Depreciation and profit at 6 percent per year; Varying 

income 



1 

2 

3 

4 

5 

6 

7 

8 


Year 

Units 
in use 

Annual 

Income 

Value 
first 
of year 

Value 
end of 
year 

Depreda- 

tion 

Profit 

Profit 

rate 


(a) 

(b) 

(0 

(d) 

(e) 

(f-d-e) 

(g-c-f) 

(h-g+d) 

1 

so 

$8.27 

$100.00 

97.73 

$97.73 

$2.27 

$6.00 

Patent 

6 

2 


9. 92 

93. 67 

4.0C 

5.86 

6 

3 

70 

11.57 

93.67 

87. 71 

5.96 

5.61 

6 

4 

80 

13.22 

87. 71 

79. 78 

7.95 

5.27 

6 

6 

90 

1188 

79. 78 

69.66 

10. 10 

4.78 

6 

(t 

100 

18.53 

69.66 

57.31 

12.35 

4. 18 

6 

7 

100 

10.53 

57.31 

44.22 

13.09 

3. 44 

6 

8 

100 

16.53 

44.22 

30.24 

13.98 

2.55 

6 

9 

100 

16.53 

30.24 

16.63 

11 61 

1.92 

6 

10 

100 

18.53 

15.63 

15.63 

LOO 

6 






Total _ _ _ 






100.00 












The opinion of the Commission cites the following United States 
Supreme Court decisions as supporting its treatment of the problem: 

Smyth v. Ames (1898) 169 U. S. 466, 546; Southern R. Co . v. Kentucky (1927) 
274 IJ. S. 76, 82; Darnell v. Edwards 244 U. S. 564, 576* Knoxville v. KnoxviUe 
Water Co. (1909) 212 U. S. 1, 15; Wilcox v. Consolidated Gas Co. (1909) 212 U. S. 
19, 49-51; Des Moines Gas Co. v. Des Moines, 238 U. S. 153, 173; Galveston Electric 
Co. v. Galveston, 258 U. S. 388; Brush Electric Co. v. Galveston, 262 U. S. 443; 
Denver Union Stock Yard Co. v. United States, 57 F. (2d) 735; San Diego Land <& 
Town Co. v. Jasper (1903) 189 U. S. 439, 446; Southern Pacific Co. v. Bartine 
(1909) 170 Fed. 725, 767; Boise City Irrigation and Land Co. v. Clark (1904) 
131 Fed. 415; Long Branch Commission v. Tintem Manor Water Co. (1905) 62 
Atlantic 474. 

******* 

On the basis of the preceding discussion the Michigan commission, 
after discussing other elements not related to this question, then pro- 
ceeds to a determination of the combined depreciation expense and 
profit requirement in the following language: 

In order to include a margin which will reasonably cover all elements of com- 
pensation, we may apply a combined requirement for depreciation and return 
of 7 percent of initial value. We do this merely to test the adequacy of existing 
rates, indulging in the assumption, for the purpose of the test, that use is constant 
in the degree represented by the present income. 

The following tabulation will show the effect of comparing this requirement 
with the present revenues. The capital values refer to the total property of the 
company without apportionment among interstate and intrastate uses. The 
revenues likewise include the sums actually received and retained by the com- 
pany for all services, including those of interstate commerce. 

In applying to the initial value the requirement developed by the use of the 
complete physical service life, the result is the same as would be the case if the 
corresponding requirement by the use of the remaining physical service life were 
obtained and then applied to present value after depreciation. 
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Table VI . — Michigan Bell Telephone Co. operating results — first 6 months of 1984 
on basis of ( A ) company's reproduction cost new claims , and ( B ) book value with 
depreciation correctly treated on assumed basis of uniform fill to capacity ( 6 per- 
cent profit basis) 


1 

(A) 

Company re- 
production 
cost new 

(B) 

Book value 

1. Plant value - 

$181,073, 648 

» $170, 931, 078 

2 Percent condition 

87. 1 

87. 1 

3. Average physical value - 

4. Ooing value.. 

$157, 715. 147 

$148, 880,668 

9, 532, 642 

(*) 

5. Working capital 

3,003,168 

3,003,168 

6. Average fair value. 

170, 250, 957 

151, 884, 137 

7. Depreciation and profit of physical plant (7 percent of 1 (annual) 

8. Profit requirements of going value and working capital 6 percent of 

12, 675, 155 

11, 665,175 



4 and 5 (annual) 

752, 149 

180. 190 

9. Total depreciation and profit requirements (annual) 

13, 427, 304 

12, 145. 365 

10. Total depreciation profit requirements (6 months) 

6.713,652 

6,072,683 

11. Available for depreciation, income tax, and profit 

7,035,073 

7,035, 073 

12. Excess 

321, 421 

962,390 

DISTRIBUTION 



13. Profit requirement, 6 percent of 6 (annual) 

10, 215, 057 

9,113, 048 

14. Available for depreciation (9-13) - 

3, 212, 247 

3, 032, 317 


t Average, first 6 months of 1034. 
* No separate allowance. 


The independent telephone companies, in recent consideration of 
the subject of depreciation, have ontended that the same factors 
which caused gross telephone revenues to fall during periods of de- 
pression also caused the rate of depreciation to drop, and have em- 
phasized the advantages of rules for depreciation accounting which 
should be sufficiently flexible to meet the requirements of individual 
companies. They interpret the strictly straight-line depreciation 
theory as requiring that the estimated total depreciation cost of a 
telephone plant be charged off at the same rate every year. This 
arises, they say, from the fact that under the straight-line theory 
when the depreciation for 20 years, as an illustration, is calculated to 
be a certain amount in dollars and cents, it is required that exactly 
one-twentieth of that amount be charged to operating expenses as 
the cost of depreciation in each of those 20 years. The independent 
companies have gone on record as disapproving this theory. They 
claim that depreciation does not occur at the same rate every year; 
even wear and deterioration are not the same every year, since they 
depend upon use and the elements, which are not the same every 
year: and certainly the two important factors of inadequacy and 
obsolescence are not the same every year, as proved by the depression. 
The independent telephone companies contend that a telephone 
company, which has lost, say, 25 percent of its telephones and still 
has its original plant available for serving its patrons certainly does 
not need to make the same provision for inadequacy now that it 
needed to make when its plant was practically filled up and still 
growing rapidly. They further claim that experience during the 
depression has shown that telephone companies in general have at 
least temporarily arrested the factor of obsolescence by the simple 
process of deferring indefinitely any retirements of equipment for this 
cause and retaining the present equipment in service. 19 

» See exhibit 2089-A, p. 76. 
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Observed Depreciation and Accrued Depreciation as Factors in 
Determining Fair Value and Reasonable Rates. 

The inconsistent contentions of the # Bell System companies in 
respect to accrued and accruing depreciation have resulted in rendering 
the subject of public utility rate making more and more technical and 
complex during recent years. Estimates of percent condition of 
property, made by physical inspection and based upon personal 
judgment, have been presented by Bell Svstem witnesses. Estimates 
of percent condition are usually described by their Bell System sponsors 
as unrelated to the age of the plant, or to its probable remaining service 
life, or to its efficiency or economy of operation as compared to other 
available types of plant, or to any other tangible measure of loss in 
value. Annual depreciation charges amounting to almost one-quarter 
of total telephone operating expenses have been presented by Bell 
companies as founded securely upon voluminous analyses of past 
experiences . 20 Under scrutiny the rates of depreciation appear to 
depend either upon the assumption that the past will be repeated, a 
condition which almost never occurs in telephony, or upon estimates 
of average life and salvage involving assumed knowledge of conditions 
in the distant future . 21 

The revenue requirements derived from the application of a com- 
plex teclmical process of rate making propounded by the Bell System 
companies provide, supposedly, a fair return upon the reproduction 
cost less observed depreciation of the property. Under this system 
a telephone company may grow and prosper, may expand its plant 
to meet all requirements, may give the best of service, and may pay 
high dividends on its common stock, all on earnings from rates which, 
were the company’s contentions upheld, could be proved in any court 
to confiscate continuously the company’s property. From a prac- 
tical standpoint, the telephone company requires sufficient revenue 
to enable it to give adequate service, to maintain a modem plant by 
making renewals and replacements when needed, to attract adequate 
new capital, to cover interest charges, and to pay reasonable dividends 
on its stock . 22 Stock, bonds, notes, and other evidences of indebted- 

* For example, in testimony before the Wisconsin Public Service Commission on behalf of the Wisconsin 
Telephone Co. in the State-wide rate case, No. 2-U-35, Mr. George F. Crowell. Chief Engineer of the Wis- 
consin Telephone Co., stated at p. 9648 of the record: “The point Is we do have very complete and accurate 
information in regard to the service life and consequently the depreciation rate can be set up and the reserve 
requirements can be determined.*' 

n U. 8. Supreme Court in the case'of Undheimer et a!. v. Illinois Bell Telephone Co., 292 TT. 8.151, 169. said: 
“Confiscation being the Issue, the company has the burden of making a convincing showing that the 
amounts it has charged to operating expenses for depreciation have not been excessive. That burden is 
not sustained by proof that its general accounting system has been correct. The calculations are mathe- 
matical but the predictions underlying them are essentially matters of opinion.” 

« U. 8. Supreme Court in the case of Lindhtimer et al. v. Illinois Bell Telephone Co., 292 U. 8. 151. 162, 163, 
said: “The financial history of the Illinois Co. repels the suggestion that during all those years it was suffering 
from oonfiscatory rates. Its capital stock rose from $9, 006,000 in 1901, to $70,000,000 in 1923, $80,000,000 in 
1925, $110,000,000 in 1927, $130,000,000 in 1929, and $150,000,000 in 1930. Its funded debt, which was some- 
what less than $50,000,000 in 1923, continued at about the same amount until 1930. During this period 
appellee paid the interest on its debt and 8 percent dividends on its stock. Its fixed capital reserves, which 
embraced the depreciation reserve presently to be mentioned, rose from $37,575,004 in 1923, to $(8,966,743 
in 1930, and to $69,242,667 in 1931. The company’s surplus and undivided profits over and above these 
capital reserves Increased from $5,600,326 in 1923, to $22,907,654 in 1930, and to $23,767,381 in 1931. Its fixed 
capital, that is, the book cost of total plant and general equipment, which was $145,984,084 at the end of 
1923, increased to $288,381,090 at the end of 1930, and to $291,259, .580 at the end of 1931. 

“This actual experience of the company Is more convincing than tabulations of estimates. In the face 
of that experience, we are unable to conclude that the company has been operating under confiscatory in- 
trastate rates. Yet, as we have said, the conclusion that the existing rates have been oonfiscatory— and 
grossly confiscatory— would be inescapable if the findings below were accepted. In that event, the company 
would not only be entitled to resist reduction through the rates in suit, but to demand, as a constitutional 
right, a large increase over the rates which have enabled it to operate with outstanding success. Elaborate 
calculations which are at war with realities are of no avail. The glaring incongruity between the effect of 
the findings below, as to the amounts of return that must be available in order to avoid confiscation, and the 
actual results of the company’s business, makes it impossible to accept those findings as a basis of decision.” 
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ness should represent the investment of outside capital in the enter- 
prise, the remainder of the original cost being represented principally 
by invested surplus and depreciation reserve funds. Accordingly, 
if the company earns a fair return on the original cost less the depre- 
ciation reserve, provision will have been made for all fixed charges 
and dividends on stock with an additional amount to cover the in- 
vested surplus which represents additional common stock equity. 
Deduction of the depreciation reserve from cost in determining the 
rate base is therefore consistent with the provision of revenues 
sufficient in amount to maintain the integrity of the company's 
investment. 

In addition to its soundness from a practical standpoint, the deduc- 
tion of the depreciation reserve may be defended on purely theoretical 
grounds. In fixing current depreciation rates the ultimate length of 
life of any part of a telephone property and the salvage ultimately to 
be recovered are never known. Only the probable average fife and 
probable salvage, based upon conditions known at the time, can be 
determined. The correct life for use in computing depreciation rates 
is the probable life, or the life most likely to be realized in the light 
of all knowledge available at the time. Similarly, the correct salvage 
is the probable salvage, or that having the best chance of being 
realized. If it be postulated that the correct depreciation rate must 
be that rate derivable from the life and salvage actually experienced 
at the time of retirement, then current depreciation rates can be only 
approximately correct, since these factors cannot be known with any 
degree of certainty in advance of the retirement date. If, on the 
other hand, it be recognized that by average life and salvage in the 
rules for depreciation accounting are meant the probable average life 
and probable salvage of the existing plant, then the depreciation rate 
derived from these quantities is the correct depreciation rate. The 
probable life and salvage will change from time to time, and with 
them the depreciation rate will change. Any depreciation rate de- 
rived from a sound analysis of known facts is the correct depreciation 
rate as of the time of its determination, and represents the deprecia- 
tion accruing in the property. Under such rates there is no question 
of overaccrual or underaccrual of the reserve. Correct reserves are 
accrued by correct depreciation rates, otherwise the whole would not 
be equal to the sum of its parts. 

The actual loss in value of a single unit of plant may not, of course, 
take place in a uniform manner, or along a straight line. Special 
studies of individual units have indicated that the depreciation of 
some units is greater and of others less than would correspond to 
6traight-line accrual. For a large number of units, however, it may 
confidentially be expected that the average will approximate deprecia- 
tion accrued on the straight-line basis. The depreciation reserve will 
then be the best available practical measure of the accrued depreciation 
from all causes actually existing in the property. 

Summary. 

The Bell System companies have accumulated depreciation reserves 
amounting on December 31, 1936, to $1,145,000,000, nearly 30 percent 
of the total depreciable telephone plant, or 26.6 percent of the total 
book cost of telephone plant, excluding construction in progress. 
Most of this reserve has been accumulated since the Interstate Com- 
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mere© Commission’s Uniform System of Accounts became effective 
on January 1, 1913. Uniform System of Accounts for telephone com- 
panies prescribed by the Interstate Commerce Commission and the 
Federal Communications Commission, provide that the straight-line 
method of accounting for depreciation shall be followed. They define 
this method as the plan under which the service value of the property 
is charged to operating expenses and to clearing accounts and credited 
to the depreciation reserve through equal annual charges, as nearly 
as may be, during the service life. For the purpose of depreciation 
accounting, depreciation is there defined as loss m value incurred in 
connection with the consumption or prospective retirement of tele- 
phone plant in the course of service from causes which are known to 
be in current operation, against which the company is not protected 
by insurance, and the effect of which can be forecast with a reasonable 
approach to accuracy. 

Annual depreciation charges included in operating expenses have 
been estimated by the Bell System companies since 1912 on a straight- 
line basis, whereby an attempt is made to determine the average life 
of each class of depreciable plant and to distribute the service value 
(cost less salvage) in equal annual percentages over the estimated life. 
Despite the use of complicated formulas, developed by the American 
Co., and voluminous computations, the depreciation rates in use in 
the Bell System are based to a large extent upon personal judgment 
of the expected life and salvage. Depreciation rates nave been changed 
frequently in the past as estimates of life and salvage were altered. 
Ostensibly, the American Co.’s depreciation methods are designed to 
recover the original cost (less salvage) of a group of plant elements 
through annual charges to operating expenses at a uniform annual 
rate (as nearly as possible) throughout the life of the group. This 
purpose is not accomplished by the present method of computing 
each new depreciation rate as though it were to apply to new plant 
only, disregarding entirely existing accumulations oi past depreciation 
charges against old plant. Analysis of past experience appears to 
indicate that the life of telephone plant is increasing gradually. As- 
suming a continuance of this condition, the method of revising annual 
depreciation rates from time to time as used by the Bell System has 
a tendency to result in annual depreciation charges in excess of prob- 
able needs to provide for the recovery of the service value of the 
property during its life. 23 

Overaccruals for depreciation constitute concealed profits to the 
company, in addition to the apparent rate of return. 24 The deprecia- 
tion reserves accumulated by the Bell System companies have made 
an equivalent amount of funds available through operations without 
the issuance of any additional stock or interest-bearing obligations. 

Although depreciation reserves accumulated on the books of the 
Bell System operating companies have usually ranged from 20 to 35 
percent of the book cost of telephone plant, the companies have con- 
sistently contended in rate cases that for valuation purposes the 

» The special committee on depreciation of the National Association of Railroad and Utilities Commb* 
sioners and special -investigation engineers have made reference to the fact that the depreciation reserve 
will closely approximate the total requirement at the end of the service life of a particular unit (disregardinS 
errors in salvage estimates), if the “remainder life" method of estimating depreciation rates is followed, 
whereby the service value less the accumulated depreciation reserve is spread over the remaining service 
life. 

14 This results from the decision in Board of Commissioners v. New York Telephone Co., 271 U. S. 35. 
wherein it was held that amounts collected through telephone rates are the property of the company, and 
if too much has been collected to cover depreciation it cannot later be used to reduce depreciation charges. 
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accrued depreciation deductible from cost of plant should be only 
from 7 to 12 percent, and concurrently they have insisted that annual 
depreciation charges included in operating expenses should be con- 
tinued at the annual rates established under Bell System practice, 
which produced the existing reserve balances. 

As an extreme example of the inconsistency of the Bell System com- 
panies’ position with respect to accrued depreciation, depreciation 
reserve, and annual depreciation rates, reference is made to City of 
Los Angeles v. Southern California Telephone Co . (14 P. U. R. (N. S.) 
252, 271 (Cal., 1936)). With respect to $47,662,000 book cost of 
central-office equipment, the company claimed an annual deprecia- 
tion expense allowance of 4.8 percent and at the same time it con- 
tended that the existing depreciation accrued over the entire life of 
the property was onlv 4 percent. On total telephone plant and equip- 
ment, having a boot cost of approximately $159,000,000 excluding 
land and franchises, the annual depreciation claimed by the company 
was equivalent to a composite annual rate of 4.42 percent whereas 
the company's estimate of the existing depreciation was equal to only 
6.99 percent of the book cost of the property, although most of the 
property had been in service for a considerable number of years. 

To the extent to which funds made available from operations and 
represented by depreciation reserves have been invested in telephone 
plant, the effect of excessive depreciation charges, if any, is com- 
pounded by the application of annual depreciation rates to the por- 
tion of the plant represented by the excess depreciation reserve in the 
computation of further annual depreciation charges. 

Failure to deduct accrued depreciation, in determining fair value, 
comparable in magnitude to depreciation reserves accumulated through 
annual charges to expense would permit Bell System companies to 
earn a return on amounts in excess of the investment made by the 
owners and security holders, or on a portion of the cost of property 
which has already (under the theory followed in estimating annual 
depreciation charges) been consumed in service. 
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CHAPTER 12 


TOLL ACTIVITIES— DOMESTIC AND INTER- 
NATIONAL 1 

SECTION 1. DOMESTIC POLICIES AND PRACTICES 

Three general policies have characterized the development of Bell 
System toll service. These policies are: (1) The development of a 
unified Nation-wide network of toll lines interconnecting the associated 
and connecting company exchanges and toll lines with long-lines 
toll-trunk routes; (2) the gradual absorption by the long lines depart- 
ment of the American Co. of substantially all interstate toll business 
for distances over 40 miles; and (3) the statement of toll rates on the 
board-to-board basis under which toll rates are stated to cover oniy the 
compensation for the use of facilities and services from the toll side 
of the exchange switchboard at the originating end to the toll side of 
the exchange switchboard at the terminating end, the exchange service 
facilities required to establish toll connection between the subscriber’s 
telephone and the toll-terminal plant being compensated for by the 
rates for exchange service. 

In the construction of toll lines and the establishment of toll rates 
the Bell System encountered little, if any, interference from regulatorv 
bodies. Comprehensive regulatory laws were enacted in New York 
and Wisconsin in 1907. Since that time State regulatory statutes 
have been enacted establishing jurisdiction over telephone companies 
in all States except Texas, Delaware, and Iowa. The regulatory 
bodies created under those laws have interested themselves principally 
with exchange rate problems. The interstate operations of the Bell 
System have been subject to Federal regulation since the Mann-Elkins 
Act of 19 10, 2 which vested jurisdiction over telephone companies 
engaged in interstate commerce in the Interstate Commerce Commis- 
sion. The Interstate Commerce Commission, during the period 
1910-34, inclusive, handled very few formal matters, either upon com- 
plaint or upon its own motion, relating to regulation of the interstate 
telephone business, other than the prescription of uniform systems of 
accounts 3 and a consideration of matters relating to the depreciation 
of telephone properties 4 pursuant to the mandate in section 20 (5) of 
the Interstate Commerce Act. 

» See exhibits 134, 135, 580, 1360-A, 1361, 1955, 1956, 1959, 1960, 2094, 2095, and 209fr-D. Data for the year 
1936 were obtained from Bell System reports. 

* 36 Stat. 539, C309. 

* The Interstate Commerce Commission promulgated a Uniform System of Accounts for Telephone Com- 
panies, first issue effective January 1, 1913. The Uniform System of Accounts for Telephone Companies, 
first revised issue, was made effective by the Interstate Commerce Commission on January 1, 1933. Upon 
objections of 22 State commissions, the case was reopened. The Interstate Commerce Commission refused 
to Inconx>rate objections of State utility commissions. In view of the tronsfer of Jurisdiction over telephone 
companies to the Federal Communications Commission, in July 1934, the Interstate Commerce Commission 
Issued no order, but rendered a report (203 I. C. C. 13), for the benefit of the Federal Communications Com- 
mission. The later Commission incorporated the objections of the 22 State utility commissions, and issued 
Telephone Division Order No. 7-C, on June 19, 1935, effective January 1, 1936. This order was upheld by 
the United States Supreme Court in 299 U. S. 232. 

4 118 1. C. C. 295 (1926); and 177 1. C. C. 351 (1931). The latter order was suspended and the matter passed 
to the Federal Communications Commission in 1934. 
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The failure to enact Federal regulatory legislation earlier and the 
apparent lack of active interest in the level of interstate telephone 
rates has permitted the development of the existing toll-rate structure 
and the expansion of interstate toll-line facilities virtually without 
effective regulatory control. 

Inasmuch as the corporate history of the Bell System is treated in 
chapter 1, historical reference herein is confined to a discussion of such 
functional growth as is necessary to present the development of the 
above-stated policies. The functional relations of the long lines de- 
partment ana the associated companies are discussed in chapter 3. 
The operating results of the long lines department are treated in chap- 
ter 18. The international policies and practices of the American Co. 
are treated separately in section 2 of this chapter, because they involve 
considerations which are not common to the rendition of domestic 
toll service. 

Development of Nation-Wide Interconnecting Toll System. 

As early as 1878, Alexander Graham Bell envisioned a Nation-wide 
interconnecting telephone service. The efforts of Bell and his associ- 
ates, and successively of the Bell Telephone companies, the National 
Bell Telephone Co., the American Bell Telephone Co., and the Ameri- 
can Telephone & Telegraph Co., have been pointed toward the realiza- 
tion of that ideal. Upon the formation of the American Bell Tele- 
phone Co. in 1880, a three-point program, consisting of the following 
was developed: First, establishment of the parent company, the Ameri- 
can Bell Telephone Co., which exercised first a license and later a 
financial control over local operating companies; second, the develop- 
ment of a system of long lines to connect local operating companies in a 
Nation-wide telephone system; and third, the acquisition of a manu- 
facturing company closely associated with the telephone industry. 

This program has continued to be a controlling policy of the Bell 
System to the present time. From the beginning the above program 
has been supplemented by the activities of a scientific department for 
research and development, presently known as the Bell Telephone 
Laboratories, Inc. This policy in regard to establishing a Nation- 
wide interconnecting system is clearly restated in the following state- 
ment made October 17, 1901, by Mr. George B. Leverett, of the legal 
staff of the American Co. to President Frederick P. Fish: * 

I take it that it is extremely important that we should control the whole toll-line 
system of intercommunication throughout the country. This system is destined, 
in my opinion, to be very much more important in the future than it has been in 
the past. Such lines may be regarded as the nerves of our whole system. We 
need not fear the opposition in a single place, provided we control the means of 
communication with other places. My opinion is that as far as possible we should 
control the toll lines ourselves, except as far as they are merely subsidiary feeders 
to our system, except in those districts where the opposition now have both ex- 
changes and toll lines and the toll lines cannot be readily purchased, or in those 
districts where, on account of the extent of the country or from a lack of resources, 
there is no immediate prospect that we shall attempt to do the business. 

The development of the present Bell System Nation-wide inter- 
connecting system by the construction of toll lines by the American 
Co. and the associated companies, the development of technical 
devices which increased the distances over which effective trans- 
mission is possible, and the acquisition of associated and independent 
companies are discussed in the following paragraphs. 

• American Telephone & Telegraph Co. flies, letter book of George B. Leverett, vol. 1, p. 8. 
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Early history of toll4ine construction . — The telephone was first used 
-commercially in the New England States. As exchanges were opened 
in a number of communities, the necessity for intercommunication 
between these exchanges became increasingly important. The early 

i ieriod of toll-line construction was confined largely to the New Eng- 
and territory, in which the New England Telephone & Telegraph Co., 
organized in 1883, operated. This company established a consolidated 
control over this region. Control of the industry in the New England 
section was achieved by building toll lines to complete connections 
throughout the region, with the result that at the expiration of the 
Bell patents in 1893-94, it was strongly entrenched, and rival com- 
panies were practicallv precluded from competing in that area because 
of lack of similar toll facilities. Toll facilities were also gradually 
extended into territories served and being acquired by the other 
associated companies. These interconnecting links between exchanges 
have played an increasingly important part in the development of 
the telephone industry. 

The first long-distance line of great significance was completed in 
1884, between Boston and New York. In 1885 the second important 
line was built, between New York and Philadelphia. 6 By 1892, tele- 
phone communication had been established between New York and 
Chicago, and by 1898 trunk routes had been extended as far west 
as St. Louis, Minneapolis, and Kansas City. These latter points 
represented the maximum practicable distance possible for trans- 
mission of speech in the then state of development of the art. 

Development of technical devices . — Subsequent to 1900, development 
of the toll system in the United States was accelerated greatly by 
technical developments, which increased the distance over- which 
effective communication was possible. The development of the 
loading coil in 1900, which materially extended the clear and efficient 
transmission of speech, marked the first important epoch in the 
extension of toll service attributable to developments in the art. 
During the years following 1900, lines were extended west and south. 
The distance over wliich speech could be transmitted successfully 
was further extended by the development of the mechanical repeater 
in 1906, through the use of which a New York to Salt Lake City 
telephone circuit was established in 1913. Although this device 
served to amplify the voice currents, it did not prove entirely satis- 
factory under all conditions. However, it did serve as a forerunner 
to more satisfactory later developments in repeaters. 7 The develop- 
ment of the vacuum tube and its successful incorporation into a 
vacuum-tube repeater was perhaps the outstanding development in 
the art, with respect to the successful extension of toll lines. This 
device, which amplifies voice currents, was first put into operation 
in 1914 on the Baltimore-New York toll line at Philadelphia. It was 
responsible for the satisfactory operation in 1915 of the first trans- 
continental line from New York City to San Francisco. There have 
been other far-reaching developments in the art 8 affecting long- 
distance message service, but for the purpose of this treatment they 
are considered more in the light of refinements and economic develop- 
ments than developments which proved vital factors in the Nation- 

• Those lines were financed cooperatively by the American Co. and the associated companies whose 
territories they traversed. 

7 The details are shown in ch. 7. 

• See chs. 7 and 8. 
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wide expansion of the toll-line network. Two of the more important 
recent developments are carrier transmission and coaxial cable. If 
applied generally throughout the Bell System, it appears that these 
two developments will permit the handling of a much greater number 
of telephone messages at a substantially reduced cost per unit. It is 
possible to provide from 1 to 15 two-way carrier channels over a 
single pair of open wires. In the present form of coaxial cable, the 
transmission is limited to an upper frequency which provides a band 
sufficiently broad to permit the transmission of 240 carrier telephone 
channels in one direction.® 

Acquisition of independent companies. — In chapter 5 it was pointed 
out that the Bell Telephone System developed historically into its 
present position of dominance in the communications field: First, 
through the ownership of basic patents from 1879 to 1894; second, 
by rapid expansion in new territories; and third, by the acquisition 
of independent telephone companies. The puipose of this immediate 
discussion is to trace briefly the acquisition of independent properties 
and companies. 

The first important impetus given the development of this Nation- 
wide toll system resulted from the contract of November 10, 1879, 
under the terms of which the Bell System secured about 56,000 tele- 

E hone stations in 55 cities and towns, previously owned and operated 
y the American Speaking Telephone Co. and the Gold & Stock 
Telegraph Co., subsidiaries of the Western Union Telegraph Co. 10 
While this acquisition was largely of exchanges, it increased the 
territory covered by Bell System operations and gave impetus to 
the further development of the toll system to interconnect Bell 
System exchanges. This agreement with Western Union eliminated 
the most formidable early competitor of the infant Bell System. 
Although there were other small competitors, they could not sustain 
the burden of the struggle, due to the forceful and vigorous maimer 
in which the Bell interests enforced their patent rights through court 
action. 

In 1902 the elimination of the holding-company competition 
offered by the Telephone, Telegraph & Cable Co., together with 
the elimination of the potential threat of the local and long distance 
competition sponsored by this holding company, insured the main- 
tenance of the dominant position in telephone service sought by the 
Bell System. While there were sporadic attempts prior to and 
subsequent to the elimination of the cable company, this transaction 
eliminated the last serious threat to the development of a competing 
Nation-wide telephone system. 

Results of the development of Nation-wide toll system. — The results 
of the policy of developing a Nation-wide interconnecting toll system 
have been the elimination of all effective toll competition and the 
introduction and expansion of various classes of communications 
services. 

(1) Elimination of competition: Few toll lines owned by independ- 
ents at the present time are over 100 miles in length. As a result, 
nearly all toll service requires the use of Bell System facilities. Inde- 

S endent exchanges must rely largely on interconnection with the Bell 
ystem toll lines in order to render toll service to their subscribers. 


• Ibid. 

•• Details of this contract are discussed in ch. 5. 
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The Bell System's insistence upon standard connecting company ar- 
rangements, dictated by it, has given it control over not only the opera- 
tion of the independents with respect to joint toll business, but also 
with respect to the revenue derived from such interchanged toll busi- 
ness. Development of this Nation-wide network of toll lines inter- 
connecting the facilities of the associated Bell operating companies has 
tended to discourage the development of competition in the toll field 
and in the exchange field as well. 

(2) Classes of service furnished over Nation-wide network: The 
long lines department of the American Co., the associated companies, 
ana the connecting companies furnish either wholly or jointly the fol- 
lowing classes of toll communication services: Toll telephone message 
service, private-line telephone service, private-line Morse telegraph 
service, private-line teletypewriter service, teletypewriter exchange 
service, private-line telephotographic service, program transmission 
service, and other toll services. These services are described briefly 
below. 

(а) Toll telephone message service: The telephone message service 
rendered by telephone companies falls naturally into two divisions, 
exchange and toll. The basic service division is the exchange, which 
may be defined as that part of the telephone business which serves a 
single center of population, usually a city or town. The limits of the 
telephone exchange area are not always coextensive with the city 
limits, but may include service to the tributary area immediately 
surrounding the city. Telephone exchange rates are fixed generally 
at a uniform level for each class of service within the base-rate area, 
usually corresponding approximately to the city limits. Outside the 
base-rate area, the service is classified as “rural" or as “extended 
area," at uniform rates, or as “extraterritorial" service, at rates in- 
creasing with increased distance from the boundary of the base-rate 
area. Between exchanges, telephone companies provide toll or inter- 
exchange service, for which a per-message charge is made, the amount 
varying generally with the distance between points, the period of con- 
versation, and hour of day when made. The two services, exchange 
and toll, are defined as follows in the Communications Act of 1934 
(sec. 3): 11 

(r) “Telephone exchange service” means service within a telephone exchange, 
or within a connected system of telephone exchanges within the same exchange 
area operated to furnish to subscribers intercommunicating service of the character 
ordinarily furnished by a single exchange, and which is covered by the exchange 
service charge. 

(s) “Telephone toll service” means telephone service between stations in differ- 
ent exchange areas for which there is made a separate charge not included in con- 
tracts with subscribers for exchange service. 

(б) Private-line telephone service: Private-line service was the first 
type of telephone service established, the lessor supplying the instru- 
ments and the lessee providing the connecting facilities. This form of 
service antedates exchange and message toll telephone services. Pri- 
vate-line telephone service is now furnished under contract, and con- 
sists of the provision of a telephone channel between two or more 
specified locations and necessary station equipment. This service is 
presently used chiefly by financial and industrial firms having offices or 
plants in more than one city, and by the press for the dissemination of 
news. Full-period service and short-period service are furnished. 


U 48 Stat. 1064. 
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The rate is based on the length of the telephone circuit used, the num- 
ber of hours the telephone circuit is in use, the particular time of the 
day or night during which the service is used, and the frequency of the 
recurring periods of use. 

( c ) Program transmission service: Program transmission service is 
used chiefly by radio broadcasting companies for transmitting radio 
programs originating at one or more locations to a chain of broadcast- 
ing stations, so that a single program may be broadcast simultaneously 
from several stations. It is used also for the transmission of speech 
from a central point directly to audiences at one or more points, by 
means of loudspeakers connected to the program circuits, commonly 
known as public-address systems. These are relatively new services 
and have increased with the growth of radio broadcasting. 

( d ) Private line Morse telegraph service: The long lines department 
and the associated companies provide the interconnecting facilities for 
communication by means of Morse signals. Except for limited opera- 
tion on the Pacific coast, the Bell System does not at the present time 
furnish public message telegraph service, providing only the facilities 
under contract for use during specific periods of time. Private-line 
Morse customers furnish their own operators and, usually, their own 
instruments to transmit and receive the messages. 

(e) Private-line teletypewriter service: This is one of the most recent 
classes of service, having been offered first in 1917. It is a type of 
telegraph service whereby communication is offered by means of ma- 
chines similar in operation to the ordinary typewriter. Signals are 
sent over a telegraph channel to reproduce, at the receiving station or 
stations, the message from the transmitting station. The necessary 
transmitting and receiving equipment in the customer’s office is sup- 
plied in some cases by the company, and in others by the customer. 
There are two main types of teletypewriters for printing received mess- 
ages; one prints on a letter-size page, and is known as the “page” type; 
the other prints on a continuous tape, and is known as the “tape” 

^Teletypesetter service is a variation of teletypewriter service. It 
consists of arranging the receiving equipment so that it operates the 
keyboard of a typesetting machine. 

(/) Teletypewriter exchange service: This service is an outgrowth 
of private-line teletypewriter service. It permits direct communica- 
tion by means of teletypewriters between any two or more subscribers 
to the service. This service is handled in a manner somewhat similar 
to the regular telephone message service. Teletypewriter equipment 
in the office of the customer is connected to a switchboard at the central 
office. Subscribers’ names are listed in a directory, and a subscriber 
may have an operator at the central office establish a connection with 
other subscribers. For certain business purposes, this service is useful 
in that it provides exact copies of the transmitted messages at the 
stations of all parties to the communication. 

( g ) Private-wire telephotographic service: Under this service chan- 
nels are provided for the transmission of pictures and similar material 
between designated points. The long lines department and the asso- 
ciated and connecting companies provide interconnecting facilities 
for this purpose, and the customer owns or leases the necessary trans- 
mitting ana receiving equipment. The only contract for telephoto- 
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graphic service now in effect is with a press association, which provides 
telephotographic service to a large group of newspapers located in 
many parts of the United States. Complete telephotographic service 
was inaugurated in 1925 between a limited number of points on a 
public message service basis, but was discontinued in 1933 due to 
limited commercial demand. The above-described serviee was offered 
as a substitute in 1935. In 1935 the use of customer-owned tele- 
photographic equipment over ordinary toll-message facilities was 
authorized. 

( h ) Other toll and private line services: The Bell System furnishes 
private-line facilities for a variety of purposes such as telemetering, 
supervisory control, other signal purposes and reference frequency 
service. There are also a number of other minor uses of toll facilities 
on a rental basis which are classified under “other toU service revenues.” 
The revenues from both of these groups are minor in magnitude as 
compared with the rest of the services rendered by the Bell Telephone 
System. 

(3) Sources of revenue: The relative importance of these various 
classes of service, measured on a revenue basis for the year 1936, is 
shown on table 57. 


Table 57 . — Summary of toU-service revenues , Bell Telephone System in United 

States } year 1936 


Class of revenue 

Total 

Amount 

1 

Percent- 
age com- 
position 

Message tolls: 

Telephone and miscellaneous 

$270, 492,802 
5,494.785 
199,520 

87.55 
1. 78 
| .07 

Teletypewriter 

Telegram 

Total message tolls 

276, 187, 107 

89.40 


Toll private line service: 11 

Telephone 

10,988,944 
8,501,854 
6,898, 642 
509,322 
5,593,618 
97,957 

3.66 

2.75 

2.23 

.17 

1.81 

.03 

Teletypewriter. 

Morse 

Other telegraph 

Program transmission 

Other services 

Total toll private line service 

Other toll service revenues 

32,590,337 

163,563 

10.56 

.06 

Total toll service revenues 

308,941,007 

100.00 



*• One of the important sources of revenues from private-line services is from leasing wires to racing news 
agencies and their patrons for Nation-wide dissemination of sporting news. In 1035 this revenue totaled 
more than a million and a quarter dollars. One agency was the sixth largest customer of the long lines 
department. In 1030 the interstate business of supplying racing news was largely in the hands of the Na- 
tionwide News Services and its subsidiary, the Interstate News Co., the former operating in some 200 cities 
tn 34 States, and 3 Canadian Provinces, and the latter operating in 23 cities in 6 States. 

The ease with which racing news information can be obtained and disseminated through the use of Bell 
System facilities has contributed to the difficulties of enforcing antigambiing laws in certain jurisdictions. 
The facts developed during the investigation indicate that in many instances the officials of the Bell System 
had full knowledge of the character and extent of the operations carried on by their patrons and made 
arrangements with law-enforcing officers to protect the Bell System equipment. For detailed development 
of this subject see Transcript of Record, Federal Communications Commission, Special Investigation, 
Docket 1, pp. 17(1-198, 259-285, 294-304, 323-361, 387-389, 395-397, and exhibit Nos. 6-8, 14-22, 24, 25, 39, 44,! 
45, and 127. 

Source: American Telephone & Telegraph Co.’s Comptrollers’ Report, 1936, pt. 1, statement 14. 
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(4) Growth of Bell System toll business: Since the incorporation of 
the American Co. in 1885, the Bell System toll business has grown 
from an infant industry striving to solve the problems incident to the 
construction of the first toll line to a highly developed and extremely 
important link in the world-wide system of communications service. 
Since 1885 the Bell System expanded its toll outside plant in the 
United States from 30,697 miles of pole line and 41,745 miles of wire 
to a total of 169,138 miles of pole line and 15,396,000 miles of wire 
in 1936. This growth may be measured by the increases in the 
annual number of messages transmitted, and other operating results. 
Table 58, page 359, shows the growth of Bell System toll business in 
the United States measured by number of messages, total revenues, 
message revenues, and miles of wire for the 24-year period 1913 to 
1936, inclusive. Data for preceding periods are not readily available 
and might not prove comparable because of lack of consistent account- 
ing treatment prior to 1913, in which year the Interstate Commerce 
Commission first prescribed accounting rules and classifications for 
telephone companies. 13 Because of the joint nature of costs incurred 
and the accounting methods employed by the Bell System, it would 
be extremely difficult to measure the growth in fixed-capital invest- 
ment devoted to toll services separate from that devoted to all 
services. 14 

An examination of table 58 shows that except for 1914, there was 
a consistent increase in the annual number of Bell System toll tele- 
phone messages for the period 1913 through 1929. During the period 
1930 through 1933, there was an annual decrease in number of mes- 
sages. Since 1933 there has been a continued increase through 1936. 
The number of messages handled in 1936 amounted to 821,574,000 
as compared wdth 259,576,000 in 1913. In 1929, the peak year, the 
number of messages totaled 1,026,572,000, or almost 4 times as many 
messages as were handled in 1913. 

The revenues derived from toll business followed much the same 
trend as the toll messages and increased from 1913 to 1929, declined 
from 1930 through 1933, increased in 1934, and continued to increase 
each year over the previous year through 1936. In 1913 the Bell 
System derived $51,868,000 from message toll business and $3,973,000 
from other toll services, w r hereas in 1936 message toll revenues 
amounted to $270,493,000 and other toll services produced $38,448,000. 
In 1929, the peak year, the message toll revenues amounted to approxi- 
mately $316,000,000, more than six times the amount produced in 
1913. 

The decreases in annual number of toll messages and annual toll 
revenues shown for the period 1930 through 1933 may be attributed 
to the general adverse economic conditions existing during this period. 

» See footnote 3. The outside plant statistics are from the American Co.’s comptroller’s annual report 
for 1936, pt. I, statement No. 47. 

14 This subject is detailed subsequently in this chapter. 
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Miles of toll wire 

Total Bell 

i 

r 

& 

©f cf c< pf » eo W »o »o ^ od eo V *c »o‘ »o us 

Long lines 

519 
521 

520 
532 
638 
762 
852 
918 

1,064 

1,096 

1,187 

1,318 

1, 545 
1,819 
2,247 
2,871 
4,083 
5 , 211 
6,054 
6,676 
6,679 
6,685 
6,772 
6,699 

Associated 

3 
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Telephone toll message revenues 1 

Total Bell 
Svstam 

s 

$51,868 

53.313 
57,966 
67,038 
77,592 

86. 313 
107, 531 
128, 397 
131,902 
147,330 
161, 373 
172, 037 
198, 821 
224,985 
245, 179 
278, 171 
315,860 
307, 139 
286,589 
227,718 
213, 434 
227,248 
240,246 
270,493 

Long-lines 

3 

$12,224 
12,479 
14,715 
17,364 
20, 528 
24,564 
32, 945 
39,454 
38,717 

44.918 
49,603 
50,530 
55,816 
57,334 
62,029 
77, 410 
94,421 
95,019 

90. 918 
70,960 
70, 740 
75,231 
79. 516 
91,502 

Associated- 

nnmrmnies 

messages 

39,644 
40,834 
43,251 
49, 674 
57,064 
61, 749 
74,586 
88,943 
93, 185 
102,412 
111, 770 
121, 507 
143, 005 
167,651 
183, 150 
200, 761 
221,439 
212 , 120 
195, 671 
156, 758 
142. 694 
152, 017 
160,730 
178, 991 

Toll revenues 

Total Bell 

l 

$55, 841 
57, 257 
62,112 
72, 023 
83,461 
93,063 
116,874 
14a 040 
144,555 
160, 978 
176, 107 
187, 844 
217, 054 
244,862 
267, 649 
305,313 
349,680 
344, 010 
322,028 
259, 801 
243,906 
258,691 
273,483 
308,941 

1 

a 

1 

$11,684 
11,827 
13, 679 
16, 970 
19,800 
22,515 
30, 645 
37. 462 
37,261 
42,509 
46, 331 
46, 733 
53. 210 
58, 232 
63. 807 
79,344 
93. 363 
94. 301 
89. 023 
70, 762 
70,831 
74. 089 
78. 093 
89, 636 

Associated 

companies 

$44, 157 
45, 430 
48. 433 
55, 053 
63,661 
70, 548 
86,229 
102, 578 
107. 294 
118,469 
129, 776 
141, 111 
163,844 
186,630 
203. 842 
225, 969 
256.317 
249,709 
233.005 
189, 039 
173, 075 
184.602 
195, 390 
219. 305 

Telephone toll messages 

Total BeU 

I 

1 

259, 576 
257, 262 
265, 870 
287, 834 
327, 722 
346, 556 
379, 219 
431, 356 
440,665 
494, 917 
547, 118 
596, 443 
686,099 
776, 617 
854, 923 
928, 377 
1,026, 572 
942, 972 
882. 947 
737,941 
668,879 
700, 148 
732, 323 
821.574 

e 

b 

C 

<; 

i 

11,657 
11,701 
12,980 
14, 244 
16,268 
17, 984 
20,622 
24, 207 
23, 814 
27, 785 
30.894 
31,584 
33. 731 
33. 465 
35. 646 
42. 209 
49, 313 
50.528 
48. 380 
38,011 
35, 477 
37, 459 
39, 823 
47, 578 

Associated 

companies 

247, 919 
245,561 
252,890 
273,590 
311,454 
328, 572 
358. 597 
407, 149 
416,851 
467. 132 
516, 224 
564, 859 
652, 368 
743, 152 
819. 277 
886 , 168 
977, 259 
892, 444 
834. 567 
699. 930 
633. 402 
662, 689 
692, 500 
773, 996 
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The increases in annual toll revenues during the 24-year period, 
1913-36, inclusive, shown on table 58, resulted from the substantial 
increase in the number of messages transmitted and the increase in 
average revenue per message from 20 cents in 1913 to 33 cents in 1936. 
The Bell System toll-wire mileage increased gradually from 2,334,000 
miles in 1913 to a total of 6,297,000 miles in 1926, which represented an 
average annual increase of more than 300,000 miles. From 1926 
through 1932 an average of approximately 1,500,000 miles was added 
each year, making a total mileage of more than 15,000,000 at the end of 
1932. This total wire mileage remained practically unchanged 
through 1936. The wire mileage at the end of 1936 (15,396,000) was 
almost seven times as great as the wire mileage at the end of 1913 
(2,334,000). The accelerated rate of growth in wire plant during the 
period 1926 to 1932, inclusive, reflected the growth in toll business 
experienced up to 1930 and also the change in types of outside plant 
construction. In general, prior to 1926, toll-wire plant was installed 
only as required for greater traffic loads. The open- wire type of toll- 
line construction commonly in use permitted economical installation 
of additional circuits as increasing volume of traffic required. After 
1925 the increasing use of aerial and underground cable desirable 
from the standpoint of continuity of service and economy of invest- 
ment, resulted in greater advance provision of facilities than had 
prevailed with open-wire use, which increased wire mileage much 
more rapidly than would have occurred in providing for the same 
volume of business by open-wire construction. Partial evidence of 
the extensive use of cable construction is indicated by the fact that 
toll conductors carried in underground cables increased from approxi- 
mately 2,000,000 miles in 1925 to 6,000,000 miles in 1931. 15 

The above statistics related to the total Bell System toll operations 
which are divided between the associated companies and the long 
fines department of the American Co. While these data indicate a 
phenomenal growth in that business, the growth of the long lines 
department toll business has been in excess of that of the associated 
companies. The division of the total toll business as between the 
long fines department and the associated companies is dictated by the 
policies of the American Telephone & Telegraph Co. prevailing from 
time to time with respect thereto. 

(a) Growth of long-lines toll-message business: The growth of long- 
lines toll-message business for the 24-year period 1913 to 1936, 
inclusive, has been more rapid than the growth of the message-toll 
business of the associated companies. Table 58, on page 359, shows 
the number of long fines and associated company telephone-toll 
messages, total toll revenues, message toll revenues, and toll-wire 
plant over the period above indicated. The number of long-fines toll 
messages in 1936 was more than four times that in 1913 in contrast to 
a similar ratio of approximately three times in the case of the associated 
companies for the same period. The revenue from long-fines messages 
in 1936 was more than seven times that in 1913, in contrast to a 
similar ratio of more than 4.5 times in the case of the associated 
companies for the same period. The greater rate of increase in long- 
fines-message toll revenues than is indicated by comparison of the 
growth in toll messages handled by the long fines and the associated 

i* See American Telephone A Telegraph Co. Comptroller’s Annual Report for 1036, statement No. 47. 
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companies results from the fact that the average revenue per long- 
lines message increased more than the average revenue per associated- 
company toll message. The average revenue per long-lines message 
amounted to $1.05 in 1913 as compared with $1.92 m 1936, which 
represents an increase of 83 percent as contrasted with the average 
revenue per associated-company message of $0.16 in 1913 and $0.23 
in 1936, or an increase of 44 percent. The larger increase in the 
revenue per long-lines toll message was brought about largely through 
the expansion of long lines department toll lines and through the 
increasing demand for connections between more distant points in the 
United States, thereby increasing greatly the average distance over 
which long-lines messages were transmitted. This is reflected in the 
growth of the toll-wire plant, which in 1936 w r as about 13 times that 
of 1913, in contrast to a similar ratio of less than 5 times in the case of 
the associated companies during the same period. 

This table indicates further that the growth of long-lines message 
toll business has not increased in the same relative proportion as that 
of the associated companies in each and every year during the period 
1913 to 1936, inclusive. This was due primarily to transfers of both 
interstate and intrastate business between the long lines and the asso- 
ciated companies. During the 6-year period, 1921 to 1926, inclusive, 
the long-lines growth in message-toll business was much less rapid 
than that of the associated companies because substantial portions of 
the intrastate business that had been handled by the long lines, was 
relinquished to the associated companies. 

The growth in long-lines-message toll revenues is due largely to the 
following important factors: (1) Increase in the number of telephone 
subscribers and telephone stations in service; (2) general expansion of 
long-lines toll circuits interconnecting the larger urban centers; (3) de- 
velopments in the art of long-distance voice transmission and in 
increased efficiency in toll-system operation which greatly improved 
the quality and speed of toll service; (4) stimulation in the volume of 
message-toll business as the result of reductions in general rate tariffs, 
reduction of rates for night, evening, and holiday services, and the 
reduction in charges effected by the mtroduction of station-to-station 
service; (5) intensive national advertising and subscriber education 
regarding utilization of toll services; (6) general commercial and in- 
dustrial expansion; and (7) general acceptance of telephone service by 
the public as an effective instrumentality for long-distance business 
and social communication. 

Telephone-message toll revenues for the year 1936, in the amount 
of $270,493,000, were 87.55 percent of the total Bell System toll 
revenues, as shown in table 57. The remaining 12.45 percent was 
derived from teletypewriter-exchange, private-line, and otner services. 
Because of the importance of telephone toll-message business from a 
revenue standpoint, more detailed discussion of this particular class of 
service is presented. 

Measured by revenues, a large portion of total interstate telephone 
toll-message business is handled wholly or in part over long-lines 
facilities. The methods employed and the allocation of expenses and 
division of revenues involved in the conduct of this jointly handled 
business are subsequently detailed. 
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Division of Interstate Message Toll Business Between the Long Lines 
Department and the Associated Companies. 

Prior to 1926 the long lines participated, to a limited extent, in 
intrastate operations. Since that time its activities have been limited 
to interstate operations. Table 58 shows that the 732,323,000 tele- 
phone toll messages handled by the Bell System in 1935 produced 
$240,246,000 in revenues. A Bell System analysis 15 for 1935 indicates 
that approximately 79 percent of the total toll telephone messages 
for the year were intrastate and were handled wholly by the associated 
and connecting companies; approximately 16 percent consisted of 
interstate messages handled wholly by the associated and connecting 
companies; and 5 percent represented interstate messages handled 
jointly with the long lines department of the American Co. The 79 
percent of the messages representing intrastate business handled 
wholly by the associated and connecting companies produced 56 

E ercent of the revenues. The 16 percent represented by interstate 
usiness handled wholly by the associated and connecting companies 
produced 12 percent of the revenues, and the 5 percent representing 
interstate business handled jointly with the long lines department 
produced 32 percent of the gross toll telephone message revenues. 
Considering only the interstate business, approximately 75 percent of 
the number of messages was handled entirely by the associated and 
connecting companies and produced approximately 25 percent of the 
interstate revenues, and the 25 percent handled jointly with the long 
lines department of the American Co. produced approximately 75 
percent of the interstate toll telephone message revenues. The varia- 
tion in the relative proportion of total Bell System telephone message 
toll business, as measured by messages and revenues, results generally 
from the greater average lengths of haul for interstate messages han- 
dled in part over the facilities of the long lines department. The 
division of Bell System toll telephone message business measured by 
messages and revenues, as indicated by the company’s study, is 
summarized below: 



Percentage division 

Based on 
messages 

Based on 
revenues 

Intrastate: Handled wholly by the associated and connecting companies 

79 

56 

Interstate: 

Handled wholly by the associated and connecting companies 

16 

5 

12 

32 

Handled jointly with the long lines department 

Total, interstate 

21 

44 

Total, intrastate and interstate 

100 

100 



The division of the business between long lines and the associated 
companies, the method of conducting long-lines interstate-toll- 
message business, the division of revenues between long lines and the 
associated companies, and other factors incident to the general con- 
duct of interstate- toll-message business are now discussed. 

*• Bell System, estimated break-down of telephone toll messages and revenues, year 1935, dated February 
4,1936. 
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Division of business between long lines and associated companies . — 
The division of toll business between the associated companies and 
the long lines is set forth in the license service contracts 17 and the 
traffic arrangements between the individual associated companies 
and the American Co. 

Under the general plan of toll operation now in effect, the long lines 
department handles interstate-message toll business between the 
operating territories of the associated companies for rate distances 
in excess of 40 miles 18 and a portion of the interstate business within 
the territories of the Northwestern Bell Telephone Co., the South* 
western Bell Telephone Co., and the Southern Bell Telephone &. 
Telegraph Co. Virtually all interstate business under 40 miles is 
handled bv the associated companies and their connecting companies. 
The Pacific Telephone & Telegraph Co., the Mountain States Tele- 
phone & Telegraph Co., and the New England Telephone & Telegraph 
Co. handle all interstate business within their respective territories. 
The Northwestern Bell Telephone Co., the Southwestern Bell Tele- 
phone Co., and the Southern Bell Telephone & Telegraph Co. handle a 
part of the interstate business within their respective territories. Part 
of the long-lines-message toll business is handled exclusively over its 
toll-line facilities, the remainder being handled in connection with 
the toll-line facilities furnished by either or both the associated com- 
panies and their connecting companies. 

Method of conducting long lines interstate-tott-message business. — The 
long lines department owns most of the interstate toll fines, together 
with repeater, carrier, and other equipment associated therewith. 
There are more than 17,000 telephone exchanges 18 in the United 
States, more than 90 of which are in cities having a population of more 
than 100,000. The long fines department furnishes direct circuits to 
78 of these larger cities, but reaches directly only 502 of the remaining 
smaller exchanges. The toll-line facilities required to complete con- 
nections between the circuits of the long fines department and the 
smaller exchanges are furnished by the associated and connecting 
companies. Those latter companies also provide all exchange plant 
and equipment required for originating and terminating toll messages, 
and all toll switchboard equipment except at 13 locations. The toll 
switchboard equipment at these 13 locations is either leased or owned 
by the long fines department. 20 The terminating facilities furnished 
by the associated and connecting companies include toll-switchboard 
equipment, the land and buildings housing such equipment, the toll 
switching and recording trunks connecting the toll and exchange 
switchboards, the exchange switchboards, and the land and buildings 
housing such equipment, the subscribers’ station equipment, and the 
outside plant connecting the subscribers’ stations with the exchange 
switchboard. 

The long lines performs the toll traffic operating, either wholly or in 
part, at the above-mentioned 13 locations. Toll operating at all 
other points and exchange switchboard operating at all points is 

1 7 The provisions of the license service contract have been discussed in ch. 6. 

i» A small portion of the intercompany interstate business under 40 miles is handled, in part, over facilities 
of the long lines department. 

»• The figures relate to statistical data as of December 31, 1937. 

* The long lines department owns few toll switchboards but leases a considerable amount of such equip- 
ment from the associated companies. The long lines department does part or all of the toll operating at 
the following locations: Boston, Buffalo, Cincinnati, Cleveland, Detroit, Louisville, Kansas City, Mem* 
phis, Minneapolis, New York, Philadelphia, Pittsburgh, and 8t. Louis. 
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performed by associated companies and connecting companies, which 
also perform services in billing and collecting interstate toll revenues. 

The revenues collected by the associated companies for lone-lines 
messages are divided between them and the long lines department 
according to the terms of the license-service contract. Settlements 
with the connecting companies for their services in connection with 
originating, terminating, and transmitting long-lines messages are 
made by the associated companies, which in turn settle with the long 
lines department. In addition to this division of revenues, other 
compensation is interchanged between the associated companies and 
the long lines department in the form of payments for services and 
rentals for telephone plant and equipment. A discussion of the 
method of compensation on long-lines toll business follows: 

Division oj revenues between long lines and associated companies on 
jointly handled toll business . — The hcense service contract 21 establishes 
the duty of the licensor to maintain connections between territories 
and systems of the licensee as well as between points within territories 
with which the licensee is not authorized to connect and obligates the 
licensee to route messages over the lines of the licensor. It describes 
the method of prorating revenues from business handled over a through 
line made up of line facilities furnished by both parties and sets forth 
the amounts per message to be paid by the long lines in the form of 
commissions. According to the contract, the commissions compen- 
sate the associated companies for the use of all facilities and services 
in originating and terminating long-lines toll messages except the 
exchange-service facilities required to establish connection between 
the exchange station and the toll-terminal plant. With respect to 
the excepted facilities, the contract states that the associated com- 
panies are compensated for their use by its rates for exchange service. 
The plant and equipment used in establishing connections between 
the sub8cribers , station and the toll-terminal plant include the sub- 
scribers’ station apparatus and equipment, the subscribers’ line plant 
connecting the telephone station to the exchange switchboard, the 
exchange switchboard itself, and the land and buildings housing such 
equipment. This method of dividing revenues assumes that toll 
rates are made on the “board-to-board” basis of rate making, which 
is discussed and compared with the “station- to-station” basis later 
in this chapter. 

Methods oj compensation in use . — A brief description is given herein 
of the various methods under which the associated companies are 
compensated for services and facilities used in handling long-lines 
telephone messages. The services and facilities involved in handling 
toll messages consist of those required to originate and terminate the 
message, including the accounting and billing therefor, and of those 
required to transmit the message between toll switchboards. Pay- 
ments are divided into the following classes; (1) Those which are 
calculated on a per message basis; (2) those which are based upon an 
amount per message, plus amounts determined on a cost basis; (3) 
those based entirely upon costs; and (4) those based upon standard, 
usually reciprocal, rental rates. 

(1) Payments on a per message basis. The services rendered and 
the facilities provided by the associated companies in originating and 
terminating long-lines toll messages are recognized in the division of 

1 For details, see ch. 6. 
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revenues in the form of commissions expressed as cents per originating 
message. The sendees rendered and facilities provided by the 
associated companies for the transmission of messages between points 
are similarly recognized through prorates based upon the relation of 
the air-line mileage supplied by each company to the total air-line 
mileage measured through the point or points of connection of the 
systems involved. 

Each associated company receives compensation on long-lines toll 
messages originating or terminating in its territory, 22 in the form of 
commissions calculated as an amount per originating message. The 
amount of commission is specified in the license service contract. 
Two standard schedules of commission payments providing a grad- 
uated scale of compensation which increases with the average revenue 
per message, although not in the same proportion, are provided. A 
“high rate” of commission applies at exchanges where the associated 
company does the operating and a “low rate” of commission applies 
at the 13 long-lines-operated offices. At certain locations the associ- 
ated companies and long lines divide the operating function, and in 
such instances the “low rate” plus special compensation, based on 
work performed, applies. During the 24-year period 1913 to 1936, 
inclusive, the commissions paid by long lines to the associated com- 
panies amounted to $165,170,000, and in 1930, the peak year, 
amounted to $12,876,000. 

Prorates are stated by the Bell System representatives as being 
intended to compensate the associated companies for the use of their 
toll lines and associated facilities in the transmission of long-lines 
messages and toll-operating services in connection with such lines for 
through switching only. Studies are made by the long lines and 
associated companies, usually every 3 years, to determine the prorate 
per message-mile to which each company is entitled. 23 These studies 
are based upon mileages between toll centers. Where the toll center 
is reached only by associated company circuits, it is assumed that 
prorates from the tributaries of that toll center would average the 
same as from the toll center, since they are calculated on an air-line 
basis. However, where the toll center is reached wholly or in part 
by long-lines circuits, additional prorates are paid to cover the haul 
from tributaries, to the toll center on messages delivered to long lines 
at the latter point, when a toll rate is in effect to cover that haul. 
When there is no such rate, it is generally considered that the tributary 
to toll center trunk is covered by the originating commission. The 
relation of terminating to originating messages entitled to prorate is 
determined in the triennial study mentioned above and is reflected in 
the amount allowed per originating message. Prorates are made 
after originating commissions have been deducted. The prorate pay- 
ments made by long lines to the associated companies during the 24- 
year period 1913 to 1936, inclusive, amounted to $158,337,000, 
and in 1930, the peak year, amounted to $12,553,000. 

» Reversed charge long-lires toll messages are considered as originating in the territory where the collection 
is made. 

n Independent connecting company toll-line facilit io* 5 . utilised in the transmission of long-linos messages, 
are considered as part of the associated company toll line fr>r the purpose of associated company-long lines 
prorate settlements. Prorate compensation to the independent connecting companies is determined and 
paid by the respective associated companies. I^ong lines originating commission payments to associated 
companies also Include originating commissions on toll messages originated by independent connecting 
companies. The originating commission payment to the independent companies by the associated com- 
panies for such messages is less, however, tnan the amount received from the long lines by the associated 
companies. 
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(2) Payments on a combined per message-and-cost basis: Only in 
the city of Chicago does this special situation exist where, apparently 
due to franchise restrictions, the long lines department does not own 
or operate plant. The Illinois Bell Telephone Co. provides the plant 
needed for long-lines operation and bills the long lines on the basis 
of cost, plus return, plus a factor for administration. This arrange- 
ment covers both toll outside plant and toll central-office equipment 
facilities in the city of Chicago. In addition, a commission payment 
of 17 cents per message and 17 cents per report charge is paid, of 
which 12 cents supposedly covers the items included in the standard 
schedule of originating commissions at long-lines operated offices and 
5 cents is compensation for trunks between the Chicago central offices 
and the toll boards. 

(3) Payments on a cost basis: Certain situations exist under which 
the method of compensation by long lines to the associated company 
must be based upon cost studies. 24 The more important of these are 
discussed in the following paragraphs. 

Before the introduction of combined line and recording operation 
(C. L. R.), it was frequently the practice in the larger cities for the 
associated companies to operate and own the recording board and for 
the line boards to be owned and operated in accordance with the 
ownership of the circuits handled. It appears that originally the 
associated companies were not specifically compensated for this re- 
cording operation of long-lines business, inasmuch as they received 
the same rate of commission under the so-called long-lines-operated 
schedule regardless of whether they did the recording. Gradually, 
however, a system of supplementary payments on a cost basis was 
introduced to cover the recording. No alteration in commission pay- 
ments was made at these points. With the introduction of the com- 
bined line and recording method of operation, under which the record- 
ing and the line-operating functions on the majority of outward calls 
are performed by the same operator, the associated companies, in 
addition to recording long-lines calls at many of these points, also 
performed the first attempt at outward operating, and the long-lines 
outward operating was reduced to point-to-point and special-method 
operating. The scheme of supplemental payments, based upon 
periodical studies, was continued to cover this recording and first- 
attempt operating. The so-called low rate of commission has been 
continued, these offices still being considered as long-lines operated, 
although, as a matter of fact, in many cases the bulk of the operating 
is performed by the associated companies. 

Where business is switched between long-lines circuits at associated 
company offices, or between associated company circuits at long-lines 
operated offices, the company performing such service is compensated 
on the basis of special-cost studies. However, where business is 
switched between a long-lines circuit and an associated-company cir- 
cuit, the company performing the service does not receive special 
compensation on the theory that such costs are covered by the prorate 
payment. 

Associated companies often maintain portions of lon^-lines plant 
and vice versa. This is especially true in the case of jointly owned 
toll lines. Costs are billed for actual work performed plus overheads. 

14 At the 13 long-lines-operated centers payments are made to the long lines department by the associated 
companies on a per message or a cost basis. 
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(4) Rentals: In many instances it may not be practical or econom- 
ical for both the associated companies and long lines to own property 
and facilities incident to the rendition of services in the same territory. 
Under such circumstances, long lines rents from the associated com- 
panies, or vice versa, a certain amount of building space, central- 
office equipment, and outside plant facilities. 

The rental arrangements between the long lines department and the 
associated companies are conducted on two general bases, one known 
as the “spare plant” basis, the other as the “reserve plant” basis. 
The “spare plant” basis is used in general for plant which is spare to 
the owning company because of anticipated future requirements or 
because of fluctuating loads which enable it to be placed temporarily 
at the disposal of the renting company. Such plant may be released 
by the lessee at any time or taken back by the lessor at any time upon 
a reasonable notice. This type of rental is adapted to cases where 
requirements are small or where they exist for a limited period. “Re- 
serve plant” rentals generally cover plant designed and constructed by 
the owning company for joint use with the renting company or for the 
sole use of the renting company. However, existing plant may also 
be put on a “reserve” basis. The plant reserved by the lessee usually 
provides for its growth as well as for its present needs. 

Under the rental plan, which is reciprocal, compensation for use of 
plant is customarily based on an application of fixed annual rates to 
the undepreciated book cost of the property allocated to, or reserved 
for, the use of the renting company. The component elements gener- 
ally comprising the fixed annual rates are interest at 8 percent,* 6 
depreciation, insurance, administration, and taxes. While evidence 
indicates that, in some instances, the rental arrangement consists of a 
flat rate per item of plant for a designated period, such rates are 
apparently formula determinations based upon the application of 
fixed annual charge rates to average investment, original cost, or other 
valuation of the facilities either originally or currently covered by the 
quoted rate. 

The magnitude of these rental transactions is indicated by the fact 
that during the 24-year period 1913 to 1936, inclusive, the long-lines 
rental payments amounted to $114,475,000, and its rental receipts 
amounted to $56,025,000. 

Significance of commission and prorate payments . — The long-lines 
originating commission and prorate payments to the associated com- 
panies during the 24-year period 1913 to 1936, inclusive, amounted to 
$165,170,000 and $158,337,000, respectively, or a total of $323,507,000. 
The significance of these payments to the associated companies and 
the long lines department during that period is indicated by the follow- 
ing tabulation: 



Asso- 

ciated 

com- 

panies 

Long 

lines 

depart- 

ment 

Percent of gross revenues represented by: 1 

Originating commissions 

1.11 

1.07 

12.56 

12.04 

Prorates 

Commissions and prorates 

2.18 

24.60 



* The long lines department gross revenues used in this computation exclude the originating commis- 
sions and prorates. If the commissions and prorates were included in gross revenues, the percentages repre- 
sented by these commissions and prorates would be, respectively, 10.08 and 0.67 percent. 


* A reduction in the interest rate from 8 to 7 percent was made during 1936 in the rental arrangements 
between long lines and the Mountain States Telephone «Sc Telegraph Co., Northwestern Bell Telephone 
Co., Southwestern Bell Telephone Co., and Southern New England Telephone Co. 
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It is apparent from the above table that changes in the amount of 
commissions and prorates will affect long-lines revenues to a propor- 
tionately greater degree than the associated companies. 

The history of the originating commission schedules and the 
adequacy of the payments as indicated by various cost studies pre- 
pared under the direction of the American Co. and the associated 
companies are presently discussed. 

(1) History of commission schedules . — Since 1881 the schedules 
of orginating commissions have been changed on 8 different occasions, 
each change increasing the associated companies’ proportionate share 
of the toll-message revenues. All changes have been initiated by 
the American Co. or its predecessor company. The schedules have 
provided a uniform basis of settlement for all of the associated com- 
panies and have not recognized any cost differentials between differ- 
ent companies, and not until 1909 was recognition g^iven in the 
schedules to the fact that at some points the toll operating was per- 
formed by the associated compames and at others by long lines. 
In 1918 an increase in commissions was made, ostensibly on account 
of rising costs due to war conditions. The commissions paid on 
messages originating out of associated-company-operated offices 
were raised considerably more than those on messages originating at 
long-iines-operated offices. This difference in treatment was in 
recognition of the fact that studies of previous years had shown the 
commissions on associated-company-operated business to have been 
more open to question as to adequacy than those of long-lines- 
operated business. The studies and recommendations which had 
been made by the American Co. officials in the years from 1920 to 
1924 resulted in no change in originating commissions. The change 
in commission schedules in 1925 represented an alteration in the 
form of computation of payments, but was not designed to change 
the share of the associated companies. In 1926 important increases 
were made in the commission schedules on associated-company- 
operated messages, but there appears to have been no specific rela- 
tionship between costs and those increases. Changes in 1927, 1936, 
and 1937 were made by the American Co. designed to protect the 
associated companies against losses in originating commission revenues 
from a given number and character of messages after long lines toll 
rate reductions. 

Although the cost to the associated companies of their part of the 
plant investment and operating expenses required to handle long- 
lines business has not been used directly as a basis for the division 
of revenues except in the special situation at Chicago described 
above, many cost studies have been made by the American Co. since 
1909 for the purpose of determining the adequacy of the payments 
to the associated companies as a whole. There follows a partial 
summary of the cost studies made by the American Co. and the 
associated companies since 1927. Although the American Co. and 
the associated companies began making cost studies in about 1909, 
only those studies made since 1927 are sufficiently comprehensive 
and recent to be of importance in considering the adequacy of the 
present originating commission payments. 

(2) Summary of cost studies since 1927 . — The operations and 
engineering department of the American Co. found, as a result of 
a study, that in 1928 the average commission payment per associated 


Digitized by CjOOQie 



INVESTIGATION OF THE TELEPHONE INDUSTRY 359 

company operated originating message was $0.3750 and that the 
expenses incident thereto, including interest on an assigned plant 
investment, were $0.3116, leaving a margin per message of $0.0634, 
which is equal to 20.3 percent of costs including interest. In a study 
made in 1933 it was found that the commission per message was 
$0.3800, the cost $0.3629, and the margin $0.0171; or 4.7 percent 
of total costs. The items of cost included in these two studies are 
not strictly comparable. The important point is that in 1928 the 
operations and engineering department found that the associated 
companies' commission payments provided compensation more than 
20 percent in excess of all assigned costs. 

The operations and engineering department did not make any 
specific findings on long-lines-operated business. However, the costs 
estimated for the points at which the long lines department did some 
operating showed costs of about 7 cents applicable to such messages 
as against commissions of about 13 cents, leaving a margin of 6 cents 
per message. 

At about the same time that the operations and engineering depart- 
ment of the American Co. was making the study in 1928, described 
above, the results of which indicated that the associated companies 
were receiving commissions substantially in excess of costs estimated 
to be allocable thereto including interest on allocated investment in 
plant, certain associated compames were making similar studies which 
showed opposite results. These studies were made by the New York 
Telephone Co., the New Jersey Bell Telephone Co., the Bell Tele- 
phone Co. of Pennsylvania, and the New England Telephone & Tele- 
graph Co. Results of operations for 1928 and 1929 were used, and 
the studies were submitted to the long lines department and in some 
cases to the operations and engineering department of the American 
Co. Certain changes, mostly of a minor character insofar as their 
effect on results was concerned, were made as a result of the comments 
of the American Co. but, generally speaking, the studies were finally 
accepted, but no change was made in the commission schedules of 
these companies. 

The following tabulation gives a summary of the results of the 
studies made by associated companies as finally revised in accordance 
with the comments of the American Co.: 



Per message 

Item 

New 

York 

New 

Jersey 

Bell of 
Pennsyl- 
vania 

New 

England 

Commerci .1 expense 

$0. 095 

$0. 0*C7 
.0085 

$0. 1041 

$0.0412 

Switching and recording trunk expense 

.0004 

Plant expense... 

.101 

. 1085 

.0775 

. 1264 

Traffic expense 

. 1*4 

.2246 

. 1291 

.1000 


Subtotal 

. 380 

.4223 

.3111 

.3276 

License payment expense. 

.007 

.0069 

.0052 

.0056 

Miscellaneous expenses 

.022 


. 01 94 

.0217 



Grand total 

.409 

.4292 

.3357 

.3649 

Average commission payment... 

. 3G0 

.3441 

.3446 

.3661 


Gross profit (or loss) 

-.049 

-.0851 

.0089 

.0102 
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It will be noted that although commission payments per message 
in these four companies varied between 34 and 36 cents, a maximum 
range of 2 cents, their expenses, including interest on an assigned plant 
investment, varied from 34 to 43 cents, a maximum range of 9 cents 

f >er message. Despite the extreme variation in the costs of handling 
ong-lines messages revealed by these studies, no action was taken to 
provide commission schedules for individual companies consistent 
with their individual costs. 

During the period covered by these studies these four companies 
originated 32 percent of the messages and received 30 percent of the 
commissions paid on associated company-operated messages. The 
New York Telephone Co. studies showed that it was losing nearly 
5 cents per long-tine9 message and the New Jersey Bell Telephone Co. 
studies showed that it was losing over 8 cents per message. The New 
England Telephone & Telegraph Co. and the Bell Telephone Co. of 
Pennsylvania were receiving a margin in excess of costs equivalent 
to about 1 cent per message; yet the operations and engineering depart- 
ment had concluded that on all long-lines business operated by the 
associated companies they had a margin in excess of costs of over 6 
cents. If this was correct, then the average margin for the other 
companies must necessarily have been greatly in excess of 6 cents per 
message. 

On the basis of 1928 operating results the American Co.’s study 
showed that the associated companies received as a whole about 
$2,200,000 more than their costs, including interest. 

The bases of all of the cost studies mentioned above were in conform- 
ity with the terms contained in the license service contract which 
specifies that no part of the originating commission payment is to 
compensate the associated companies for facilities used and services 
furnished in connecting the subscriber’s station and the toll side of 
the exchange switchboard. The effect of including an allowance to 
cover such costs is discussed subsequently in this chapter. 

Joint use of facilities for various classes of toll services . — The several 
different classes of toll services furnished by the Bell System and the 
relative importance of each from a revenue standpoint have been 
discussed previously in this chapter. In many instances these 
several services utilize the same facilities either simultaneously or at 
different intervals. The accounting methods of the Bell System do 
not provide for a separation of the plant and expenses incident to the 
conduct of these various toll services. Investigation indicates that the 
Bell System has made no consistent or constructive effort to apportion 
operating expenses and plant investment as between various classes 
of service rendered but has been satisfied to obtain from all services 
a satisfactory return upon the total investment or value of its plant. 

Allocation of Investment and Expenses and Classification of Revenues 
Under the Board-to-Board and Station-to-Station Bases for Stating 
Rates. 

The associated companies furnish exchange, and both interstate 
and intrastate toll services. Much of their plant and equipment is 
used jointly for these services. The accounting practices of these 
companies do not provide for a reasonably accurate segregation of 
plant investment and expenses between toll and exchange and further- 
more they do not provide for any segregations between interstate and 
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intrastate toll services. 26 Consequently a comparison of the relative 
profitableness of the associated companies’ exchange, intrastate toll 
and interstate toll operations cannot be made directly from the 
current accounting records. A discussion of the methods of obtaining 
these interstate results and their importance in the problem of regula- 
tion follows. 

Under the presently effective license service contracts, as interpreted 
by the American Co., the message toll rates paid by the user “cover 
the use of the toll switchboard, toll trunking and other toll terminal 
facilities (operating, billing, and collecting, etc.) of its exchange area 
(in addition, of course, to the use of the toll circuit between the ex- 
changes involved in the communication) but not the use of the 
exchange plant and facilities lying between the exchange station and 
the exchange switchboard, both inclusive, for which excepted facilities 
he has paid or will pay in his regular monthly exchange service 
charges.” 27 This basis of toll-rate making is termed the “board-to- 
board” basis. 

As an alternative to the board-to-board basis of stating rates, 
there is the so-called station-to-station basis, under which the toll 
rates are intended to include compensation for the use of facilities anA 
for services necessary in the transmission and reception of toll messages 
from the subscriber station to subscriber station. Under this basis, 
the exchange rates are intended to cover only compensation for the* 
use of facilities and services necessary in transmitting and receiving; 
messages which originate and terminate wholly within the exchange- 
rate area. 

During the period 1909 to 1918 certain associated companies con- 
tended, while negotiating divisions of revenue, with the American 
Co., for the use of the station-to-station basis of stating rates and in 
this connection also contended that certain costs arising from the use 
of local switchboard circuits and subscribers’ stations were properly 
attributable to interstate toll-message service and should be borne by 
the long lines department and not accounted for as a part of the costa 
incurred on account of local exchange telephone service. However, 
in recent exchange-rate cases, the Bell Telephone companies (except 
the New York Telephone Co.) have consistently contended that both 
intrastate and interstate toll rates should be stated on the board-to- 
board basis. Most commissions and local regulatory bodies recently 
have used or advocated the use of the station-to-station basis of 
stating telephone rates. The United States Supreme Court in the 
Chicago rate case 28 determined the station-to-station character of 
interstate communications. If, under these circumstances, inter- 
state rates were made on a board-to-board basis it would result 
in delegating to State regulatory bodies the duty of determining 
the magnitude of the charge for that portion of the interstate com- 
munication provided by the facilities between the subscriber’s station, 
and the toll side of the exchange switchboard. 

The necessity of developing special information for use in certain 
types of confiscation cases and rate proceedings, where it is alleged 
tnat the rates for one or more classes of service are unreasonable 

* Such segregations are not required by the effective Uniform System of Accounts for Telephene Com- 
panies. 

* Memo attached to letter dated November 26, 1934, from American Telephone & Telegraph Co. to 
Federal Communications Commission. 

*• Smith vs. Illinois Bell Telephone Co., 282 TJ. 8. 1 * 3 . 


Digitized by v^ooQle 



372 INVESTIGATION OF THE TELEPHONE INDUSTRY 

by comparison with the rates for other classes of service, has been 
recognized since at least the time of the decision in the Minnesota 
rate cases 29 but until the decision in the Chicago rate case apparently 
did not, in a telephone case, become one of the specific points on which 
the decision could turn. In its decision in the Chicago case 30 in 1930 
the United States Supreme Court first pointed out that the require- 
ments set forth in the Minnesota rate cases with respect to the separa- 
tion of investment and expenses between interstate and intrastate 
service was applicable to telephone facilities as well as to railroad 
facilities. Under present telephone accounting practices, the problem 
of separating the property investment, revenues, and expenses 
between interstate and intrastate services is presented, regardless of 
whether the board-to-board or station-to-station basis of toll-rate 
making is used. 31 

Allocat ion of fixed capital investment and operating expenses. — Since 
the beginning of the industry the Bell Telephone companies have 
maintained fixed capital accounting records. The companies' ac- 
counting records were without Federal regulation until 1913. From 
1913 to 1936, inclusive, they w r ere maintained in accordance with the 
Bell System's interpretation of rules prescribed by the Interstate 
Commerce Commission, and since January 1, 1937, in accordance 
with rules prescribed by the Federal Communications Commission.” 
The rules prescribed by the Interstate Commerce Commission, and 
in effect until January 1, 1933 (except for those applying to smaller 
telephone companies), provided that investments m outside plant 
should be classified as between exchange and toll on a “principal 
use” basis, but did not provide that investments in land, buildings, 
central-office equipment, general equipment, and station apparatus 
should be classified as between exchange and toll. The meaning of 
“principal use” has been interpreted differently by the telephone 
companies. For example, some companies interpret it to mean 
predominant use, some as the purpose for which the property was 
originally designed, wdiile others have used both of these interpre- 
tations. Some companies classify all plant vdthin the exchange 
area as exchange plant, except certain units used exclusively for toll 
service, and all lines outside the exchange area carrying any toll 
circuits as toll. In 1933 the Uniform System of Accounts was revised 
by the Interstate Commerce Commission to eliminate the required 
classification of investments in all classes of plant as between exchange 
and toll. When the Federal Communications Commission issued its 
superseding Uniform System of Accounts 33 in 1935, this practice was 
continued. Although separate exchange and toll classifications of 
outside plant accounts and of certain operating expense accounts 
have been provided by the accounting methods of Bell System com- 
panies, they are of little practical value from a regulatory standpoint 
since they are not sufficiently detailed and are not considered to be on a 
uniform or proper basis. 31 

Fundamentally the method pursued in separation studies involves 
allocation of plant and operating expenses, insofar as possible, 

*• Minnesota rate cases, 230 U. S. 352. 

*•282 U. S. 133. 

** The legal status of the separation problem Is discussed In appendix 11. 

** Telephone Divi ion Order No. 7-C. 

® Telephone Division Order No. 7-C. 

** The classification was not made on a uniform basis with respect to all of the Bell System companies. 
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according to actual use for exchange, intrastate- and interstate- toll 
services. Plant devote^ exclusively to and operating expenses 
incurred solely on account of one or another of these three classes 
are directly separable. Plant and operating expenses used or incurred 
jointly for one or more of these classes of service are apportioned 
on the basis of relative time in use or the relative amount of operating 
labor involved. The methods so far employed by the associated com- 
panies make no allowance for possible differences in the value of the 
service rendered either to the company or to the user. Typical 
studies made recently by the associated companies involved, first, a 
comprehensive survey of the entire plant to determine the investment 
in the parts used exclusively for exchange services, exclusively for 
toll services, and jointly for both exchange and toll services on the 
basis of “actual use.” By “actual use” is meant space occupied 
or -physical load carried. The total exchange plant thus obtained 
was then further apportioned between toll and exchange on the basis 
of “time in use.” By “time in use” is meant the holding time (usually 
expressed in call-seconds or call-minutes) that the facilities were used 
for each of the classes of sendees. The total toll plant, including the 
portion of the exchange plant apportioned to toll use, was then 
divided between interstate and intrastate services. The toll plant was 
divided on an “actual use” basis between that used exclusively for 
interstate services, exclusively for intrastate services, and jointly 
for both interstate and intrastate services. The jointly used portion 
of toll plant and the exchange plant allocated to toll were then appor- 
tioned between interstate and intrastate toll services on the basis of 
“time in use.” With respect to land, buildings, equipment and 
exchange plant allocated to toll, “time in use” was usually expressed 
in message minutes. With respect to toll-line plant, “time in use” 
was expressed in message-minute-miles. 

Expenses related directly to plant investment, such as depreciation 
and maintenance, have been divided between local exchange, inter- 
state toll and intrastate toll in the same proportion as the class of 
property with which they were incurred. Traffic expenses w r ere 
apportioned among the three sendees on the basis of the number of 
operator work units consumed in handling each of the classes of 
service. In most instances commercial expenses were segregated 
among the three sendees on the basis of actual cost studies. Ordi- 
narily composite percentages, based upon property and other expense 
allocations, form the basis for dividing general and other operating 
expenses. Telephone company accounting rules require that revenues 
derived from local exchange and toll services be kept separately. 
No provision is made for the division of toll revenues between inter- 
state and intrastate. In separation studies, therefore, it is neces- 
sary to separate toll revenues betw r een interstate and intrastate. 
The methods of allocation outlined above are those generally used 
by associated companies to allocate the exchange, intrastate toll and 
interstate toll investments and expenses on the station-to-station 
basis. If the board-to-board basis of stating rates is used, all of the 
“actual use” allocations outlined above must be made, but the appor- 
tionments of exchange plant and expenses between the exchange 
and toll uses on the basis of “time in use” and the further allocation 
of this plant and these expenses between interstate and intrastate 
toll services is unnecessary. 
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It has been the practice of the associated companies in preparing 
station-to-station separation studies to allocate a portion of the locsu 
exchange service revenues to interstate and intrastate toll. Such 
allocations have been made on the theory that toll rates had been 
made upon the board-to-board basis and that, therefore, the local ex- 
change rates included compensation for connecting the subscribers’ 
telephones to the toll board. The percentage of exchange service 
revenues transferred to intrastate and interstate toll is usually based 
upon the respective time In use of subscribers 1 lines for exchange, in- 
trastate toll and interstate toll services, or of such amount as will 
equalize the rate of return on the exchange property used for ex- 
change and for toll purposes. 

The result of such apportionments of exchange revenues to toll 
service is to provide a measure of the adequacy of exchange or toll 
rates on the board-to-board basis only. In order to provide a basis 
for fixing rates in accordance with the station-to-station method, the 
exchange service revenues as carried on the company’s books must be 
associated with the property investments and expenses allocated and 
apportioned to exchange service on the station-to-station basis and 
similarly, toll revenues as carried on the books must be associated 
with the plant investment and expenses apportioned or allocated to 
toll on the station-to-station basis. 

Effect of separation of interstate and intrastate property and expenses . — 
The station-to-station basis of apportionment always has the effect of 
decreasing the exchange rate base and expenses and of increasing the 
toll rate base and expenses as compared with the board-to-board 
basis. The extent of these effects upon exchange, intrastate toll and 
interstate toll property and expenses depends to a considerable extent 
upon the relative volume of toll and exchange business and upon the 
relative amounts of plant and equipment owned by the company and 
used in the rendition of these services. 

For example, studies made by the Wisconsin Telephone Co. 36 in- 
dicate that on a board-to-board basis, the toll plant amounted to 29 
percent of the total plant investment, whereas on the station-to-station 
separation basis, the toll investment amounted to 31 percent of the 
total. This amounted to a 7.5-percent increase in the toll invest- 
ment but represented a decrease of but 3 percent in the exchange in- 
vestment. In Michigan, 38 the intrastate toll plant amounted to 19 
percent of the total investment and because of this smaller propor- 
tion to total plant the effect of the station-to-station separation on 
that class of service was greater than in Wisconsin. In Wisconsin 
the intrastate toll expenses were increased 9 percent by the station- 
to-station separation, whereas in Michigan they were increased 14 
percent. These results were based upon depression period traffic 
which shows a lower ratio of toll usage to exchange usage than would 
ordinarily be experienced. Therefore, in a normal year, the effect of 
a station-to-station apportionment would be more accentuated than 
in the above examples. 

The effect of the station-to-station method of apportionment on the 
interstate toll expenses in Wisconsin was about the same as on intra- 

M Public Service Commission of Wisconsin, case Xo. 2-U-35, exhibit C-296. 

»• Michigan BeU Telephone Co.. 10 P. U. R. (N. S.) 149. 
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state toll business. However, a special study 37 prepared by the Wis- 
consin Telephone Co., based on 1934 data, indicated that on an over- 
all basis a change to the station-to-station method from the board-to- 
board method resulted in an increase in intrastate toll expenses equal 
to 9.19 percent of the gross intrastate toll revenue, while the com- 
parable increase in the case of Wisconsin Co.’s expenses incurred on 
account of long-lines business was only 3.23 percent of the amount, 
billed on account of long-lines messages originated in Wisconsin. 

The American Telephone & Telegraph Co. in 1933 made an at- 
tempt to compute, based on 1932 data, the additional costs which 
would be chargeable bv the associated companies against their com- 
missions on long-lines business if the commissions were based on the 
station-to-station method instead of the board-to-board method of 
stating rates. 38 These additional costs represent the costs to the 
associated company of handling long-lines toll business between the 
subscriber’s station and the toll plant. Two such studies were made, 
one for the system as a whole and one for the Wisconsin Telephone 
Co. The system study indicated that the additional cost would be 
nearly 11 cents per message at associated company operated offices. 
For the Wisconsin Co., the American Telephone & Telegraph Co. 
estimated an additional cost of about 9 cents per message. The esti- 
mated additional costs as percentages of the associated companies’ 
commissions on long-lines business were for the system 28.8 percent 
and for the Wisconsin Co. 25.8 percent. Similar information is 
obtainable from studies prepared by the Wisconsin Telephone Co. 39 
and by the Southern Bell Telephone Co. 40 for the States of Alabama, 
Florida, Louisiana, and North Carolina from segregation data de- 
veloped in recent rate cases. The Wisconsin Co. study, based on 
1934 data, indicates that the additional cost due to use of the station- 
to-station method, would amount to 12.6 percent of commissions on 
long-lines business, and the corresponding figures for the Southern 
Bell Co., also based on 1934 data, varied from 9.4 to 16.6 percent for 
the different States, with an average of about 11.7 percent of com- 
missions on long-lines business. The existing commissions are con- 
sidered by the American Telephone & Telegraph Co. as intended to 
compensate the associated companies for their services on long-lines 
business originating and terminating in their territories, including 
billing and collecting, use of plant and operating expenses on a board- 
to-board basis. 

A discussion of court and commission decisions involving the ques- 
tions of allocation of property, revenues, and expenses, and the rela- 
tive merits of the station-to-station and board-to-board bases for 
stating rates, prepared by the investigation staff, will be found in 
appendix 11, page 7. 

** See binder received on Feb. 14, 1936, from the Wisconsin Telephone Co. entitled “Data Requested by 
Federal Communications Commission— Revenues, Expenses, and Net Income and Property of Wisconsin 
Telephone Co. Apportioned to Message Tolls and Special Service to and from the American Telephone & 
Telegraph Co. and to Property Rented to the American Telephone & Telegraph Co.” 

» American Telephone & Telegraph Co. Operation and Engineering Department Study No. 329 (1933 
revision, No. 2-1) and No. 3-D). 

** See footnote 37. 

«• See binders transmitted to the Federal Communications Commission as described in letter dated Apr. 
28 1936, from Mr. K. S. McHugh, assistant vice president of the American Telephone & Telegraph Co., 
to the Federal Communications Commission. 
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SECTION 2. INTERNATIONAL POLICIES AND PRACTICES 

In addition to the various long-lines services previously described, 
the long lines department was, on June 30, 1937, furnishing overseas 
telephone message service from the United States to 66 countries and 
territories. Bell System companies also furnish ship telephone serv- 
ice of two classes: (1) To passenger vessels on the high seas through 
coastal radio stations, and (2) to certain classes of vessels through 
coastal harbor radio stations. Ship telephone service was established 
on December 8, 1929, the Leviathan being the first vessel equipped for 
this service. As of June 30, 1937, there were 20 large passenger vessels 
operating in the northern trans-Atlantic serv ice equipped for commun- 
ication with the coastal stations of the Bell System. On the same date 
there were 7 coastal harbor stations operated by Bell System com- 
panies largely for communication with vessels in the vicinity of the 
respective harbors at which the stations were located. Ship telephone 
service rendered by the American Co. produced less than 2 percent 
of the total revenues from overseas telephone service rendered by the 
long lines department for the period 1928 to 1935, ’nclusive, as shown 
on table 59, and will not be further discussed herein. 

Origin and Development of Transoceanic Telephone Service. 

During 1915 various technical developments necessary for the reali- 
zation of transoceanic radiotelephone service were experimentally 
employed by the engineers of the Bell System, and successful trans- 
mission in one-way telephony was achieved up to distances of approxi- 
mately 3,000 miles. These tests employed a vacuum-tube transmitter 
and were conducted from the Navy radio station in Arlington, Va., 
to Panama, California, Hawaii, and the Eiffel Tower in Paris. The 
World War interrupted a continuance of these experimental develop- 
ments, but they were resumed after its termination. A high-power 
transmitter was installed at Rocky Point, Long Island, and in 1924 
one-way transmission tests were carried on between the United States 
and England. England was apparently chosen as the experimental 
terminal, first, because of its geographical location; second, because 
of the small number of transmission difficulties involved; and th’rd, 
because of the large volume of other classes of communication be- 
tween the United States and England. As a result of this experi- 
mentation, which was highly successful, a committee of the British 
Post Office was appointed to investigate the possibility and business 
potentialities of such a commercial radiotelephone service. This 
study resulted in an undertaking by the British Post Office to build a 
transmitting station of a size and character adequate for trans-Atlantic 
radiotelephony. 41 January 7, 1927, marks the beginning of transoceanic 
radiotelephony on a commercial basis. A contract was entered into 
on July 1, 1927, retroactive to January 7, 1927, between the British 
Post Office and the American Co., under the terms of which this service 
was inaugurated between New York and London. Later this service 
was extended to include, on the American side, all of the United 
States; and on the European side, all of Great Britain and, in succes- 
sive steps, most of the countries of continental Europe and other 
countries accessible through the use of facilities terminating in London. 

u This station was originally located at Rugby, England, but later the experiments were conducted from 
a station at Wroughton, England. 
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Technique of operation . — The primary requisite for radiotelephony is 
a radio channel. In the early days of radiotelephonic experimenta- 
tion — before the first commercial line was established and before the 
Federal Radio Commission was created — the Department of Com- 
merce allotted radio frequency channels to the American Co. Upon 
the organization of the Federal Radio Commission in March 1927, 
that agency took over the function of allocating radio channels, and 
the radiotelephone stations in the United States began to operate 
under licenses from that Commission. In turn, the Federal Com- 
munications Commission, when it succeeded the Federal Radio Com- 
mission, took over this function. At present licenses for radiotelephone 
stations in the United States are granted for 1-year periods, and the 
renewals are subject to the approval of the Federal Communications 
Commission. 

The overseas radiotelephone service conducted by the long lines 
department is furnished by means of long-wave and short-wave radio 
channels combined with tlie necessary land line or other facilities on 
each end of the radio link. Both high- and low-frequency radio 
channels are employed. Since the propagation characteristics of radio 
waves vary with frequency, the wave length best suited for transmis- 
sion is used, depending upon the conditions obtaining over the desired 
transmission path. Messages are not transmitted over a combination 
of both long- and short-wave radio channels, but over either, as condi- 
tions and circumstances dictate. The procedure followed in com- 

J deting a call from any point in the United States which is destined 
or some point in continental Europe may be described thusly: (1) 
From the point of origin the call is transmitted over regular long- 
distance telephone circuits to the long-lines offices in New York City; 
(2) in a special department of long lines in New York, facilities are 
employed to separate the talking and listening elements of each 
two-way communication over the radio link. At this point the spoken 
words of the radiotelephone message undergo a most interesting, as 
well as important, transition, commonly referred to as “scrambling.” 
Scrambling consists, as the name signifies, in transforming the spoken 
words of the telephone message into an unintelligible series of sound 
impulses, thus decreasing the possibility of the message being under- 
stood if intercepted; (3) the talking part of the message is now for- 
warded over long-distance telephone lines to the transmitting station 
at Lawrenceville, N. J., from which point it is transmitted to the 
receiving station at Rugby, England, over a radio channel; (4) from 
Rugby, the message is transmitted over land lines to the long-distance 
office of the British Post Office in London, at which point it is “un- 
scrambled.” It is then forwarded over the long-distance facilities of 
the British Post Office via submarine cables and land lines to its conti- 
nental destination; 42 (5) a similar procedure takes place on the called 
party’s answer from continental Europe to the United States, 48 
except that the British transmitter is located at Rugby, England, and 
the American receiver is located at Netcong, N. J. 

Physical facilities . — The toll operating necessary to utilize the long- 
wave and short-wave radio channels employed in furnishing overseas 

u It is possible to relay these messages from London to certain countries, such as Dominion Provinces, 
via radio channels. 

u Radiotelephone circuits may employ the same frequency band for transmission in 2 directions, or they 
may employ separate bands. The present long-wave telephone circuit between New York and London is of 
-the first type, while most existing short-wave circuits are of the second type. 
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telephone service is carried on at three focal points in the United States, 
namely, New York, Miami, and San Francisco: 44 

(1) The New York terminal, which provides service to Europe, 
Bermuda, Brazil, Argentina, Peru, and other points reached via these 
countries consists of — 

(а) Transmitting station at Rocky Point, Long Island, and its 
associated receiving station at Houlton, Maine; and 

(б) Transmitting station at Lawrence ville, N. J., and its associated 
receiving station at Netcong, N. J. 

(2) The Miami, Fla., terminal consists of a short-wave transmitter 
station at Opa Locka and an associated receiving station at Hialeah, 
which provides service to Nassau, in the Bahama Islands, and to 
Venezuela, Colombia, Central America, and the West Indies. 

(3) The terminal at San Francisco, Calif., which is served by a 
short-wave transmitting station at Dixon, Calif., and its associated 
receiving station at Point Reyes, Calif., provide service to Hawaii, 
Japan, Manila, Java, and China. 

Transoceanic telephone rates and revenues . — The territories included 
in the scope of long lines radiotelephone service are divided into zones, 
and the basic rates for particular zones are established by agreements 
with the foreign administration, or administrations, in the respective 
territories. The revenue is divided equally between the American 
Co. and the foreign administration, or administrations, on business 
between basic zones. 45 Revenue derived from additional zone charges 
is credited to the side on which the zone charge is incurred. 

The gross revenue and long-lines’ share of radiotelephone message 
revenue segregated into the more important areas, together with an 
analysis of long lines’ share, by years, from 1928 to 1935, inclusive, 
is shown on table 59, page 379. These data show that measured on 
a revenue basis, the business with or through England to the European 
continent constitutes approximately 90 percent of long lines’ overseas 
business. 

While there has been a steady growth in the number of trans- 
oceanic telephone messages during the past 6 years, there has not been 
a corresponding increase in the revenue derived therefrom. Expressed 
in terms of trans-Atlantic messages, there were 14,639 in 1930 as 
against 24,488 in 1936. This increase is not reflected in revenue 
growth, due to the fact that there have been a number of reductions 
m rates over this period. The original rate for a 3-minuto radiotele- 
phone message from New York to London was $75, which rate did 
not differentiate between day, night, and Sunday service. Since this 
original rate of $75 for 3 minutes, there have been reductions succes- 
sively to $45, as of October 1, 1929, $30 on September 1, 1934, and 
$21 on July 1, 1936, which is the current tariff. Reduced night rates 
became effective in September 1934, and reduced rates for Sunday 
became effective in July 1936. At the present time the 3-minute day 
rate is $21 and the 3-minute night and Sunday rate is $15. 

** Included in long lines total assets as of December 31, 1935, were investments of over £2,400.000 in the 
securities of, and advances to, the Trans-Paciflc Communication t Co., Ltd. (this company was dissolved 
as of September 9, 1936, and its assets assigned to the American Co.) of San Francisco, Cam., and the Eastern 
Telephone & Telegraph Co., Inc., of Halifax, Nova Scotia, for furnishing transoceanic communication serv- 
ices. The common stock of these companies at December 31, 1935, had a combined par value of $100,000, 
all of which was owned by the long lines department. These companies apparently were organized origi- 
nally as separate corporations to permit long lines participation in the development of transoceanic telephone 
service without legal difficulties and to avoid subjecting the entire business of the American Co. to certain 
tax laws and risks of a new and untried business. 

4 ® The division of the radio link portion of the revenue on ship-to-shore radiotelephone business is on the 
basis of one-third to the ships and two-thirds to the American Co. 
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Data were not available to show the operating expenses applicable 
to, and the net earnings resulting from, the various revenues shown in 
table 59. 


Table 59. — Long-lines operating revenues , overseas radiotelephone service revenues , 
message tolls , years 1928 to 1935 y inclusive 

dross amount: 

Trans- Atlantic $8, 570, 668. 71 

Trans-Pacific 283, 1 75. 43 

South American 760, 670. 61 

Bermuda 96, 734. 50 

Caribbean. 79, 732. 38 

Ship-to-shore — 181, 419. 45 

Total 9,972,401. 08 


Other companies’ share (deductions for zone charges, commis- 
sions, prorates, etc.) : 

Trans- Atlantic . . - 

Trans- Pacific ._ 

South American . 

Bermuda 

Caribbean . 

Ship-to-shore . 


4, 628, 176. 27 
178, 615. 84 
401, 98& 56 
52, 703. 04 
46, 922. 91 
73, 052. 25 


Total 


5, 381, 45a 87 


Xiong-lines revenue, radio haul (before uncollectible deduction) : 

Trans- Atlantic 

Trans- Pacific 

South American 

Bermuda . 

Caribbean. 

Ship-to-shore... 


3, 942, 492. 44 
104, 559. 59 
358, 682. 05 
44, 031. 46 
32, 809. 47 
108, 367. 20 


Total 


4, 590, 942. 21 


Analysis , by years , of long-lines' share 


1928 $463,696 

1929 736, 419 

1930... 581,292 

1931 — 665, 560 


1932 $514,381 

1933 549, 429 

1934 517,749 

1935. 562, 416 


Source: Memorandum of June 11, 1036, from American Telephone & Telegraph Co., and contained in 
Vederal Communications Commission flies. 


Elimination of Potential Competition Through Patent Licensing 
Agreements. 

The control of the American Co. in the field of two-way transoceanic 
telephony through patents is based upon its 1926 and 1932 license 
agreements with the radio group. 46 Stated briefly, the radio group 
received, under the provisions 01 the 1920 contract, exclusive patent 
licenses to manufacture and operate transoceanic radio stations which 
would be available to the Bell System to furnish the transoceanic 
telephone service in connection with its land lines. It was provided 
further that in the event the radio group did not make such stations 
available, the Bell System might construct and operate its own trans- 
oceanic stations. 

* These license agreements are discussed in detail in ch. 8. 
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Under the 1926 agreement the Bell System received exclusive licenses 
under the patents of the radio group to manufacture and operate 
apparatus and equipment in the field of two-way radiotelephony for 
transoceanic purposes, for use in continental United States, and non- 
exclusive licenses to manufacture and sell stations for such purpose 
engaged in cooperating with it in giving the public a transoceanic 
telephonic service. It granted no licenses to the radio group for this 
purpose. 

Under the 1932 cross-license agreement, the Bell System received 
nonexclusive licenses, including the right to grant nonexclusive 
licenses, under the patents of the radio group, in connection with 
transoceanic two-way radiotelephony. It granted no licenses in this 
field to the radio group. 

As a result of these cross-licensing agreements, the American Co. 
enjoys a monopoly in two-way radio telephony from the United States 
to all foreign countries. The American Co. is the only company in 
the United States providing two-way radiotelephone communication 
with foreign countries in public service. 47 

Extensions of service via London . — Following the inauguration of 
trans-Atlantic radiotelephony, requests were received from the 
administrations of several European countries to participate in the 
service by having it extended to the continent by means of wire 
lines. Most of these requests were made to the British Post Office, 
but some few of them were made to the American Co. In either 
event, the requests were answered in the negative until the initial 
extension was made to Belgium in January 1928. After the first 
extension to Belgium in 1928, 26 extensions to European countries 
were effected up to June 30, 1937. 

The evidence indicates that the British Post Office assumed full 
authority for the refusal to extend this service to continental Europe 
and other countries reached by facilities via London, and that the 
American Co. did not become a party to such negotiations until after 
the decision was made. A review of the contract 48 between the 
American Co. and the British Post Office discloses that there are no 
provisions in the contract covering such extensions, clause 9 being 
confined to extensions to points in Great Britain and Northern Ire- 
land and the United States, which extensions shall be agreed upon by 
parties to the contract. Inasmuch as extensions of this service from 
the United States to European countries necessitated another con- 
tract between the British Post Office and the participating European 
administration, and involved problems of administration and traffic 
of more primary importance to the British Post Office than to the 
American Telephone & Telegraph Co., the latter accepted the deci- 
sion of the Postmaster General (British Post Office) as to whether or 
not the technical situation would permit satisfactory extension of the 
service to a particular continental country. However, evidence 
shows that the American Co. did suggest that “in each case the 
arrangement for the extension of the present service to a continental 
country be subject to termination upon our giving to the Postmaster 
General 1 year’s notice of intention to establish direct service between 
that country and the United States . ” While the first reaction to 
the control exercised by the British Post Office in the extension of 
this service from the United States to continental Europe might be 


P < 7 The U. S. Army maintains two-way radiotelephone communication between Seattle, Wash., and 
Alaska, for departmental services. 

<* Contract of July 1, 1927. 
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unfavorable, by and large, no serious controversies appear to have 
developed as a result of this arrangement. 

Modification of Policy Refusing Direct Service. 

In July 1929 a preliminary plan for world-wide radiotelephony was 
formulated by the American Co. Substantially, this plan involved 
the establishment of additional facilities for radiotelephone communi- 
cation and also suggested the establishment of direct service to points 
in continental Europe. The proposal considered was the suggested 
construction of two additional long-wave channels at Houlton, Maine, 
one of which would replace the existing long-wave channel between 
New York and London, the other to be used for increased traffic. 
This tentative plan of extension was no doubt prompted by the ex- 
pressed inquiries of several European countries concerning the pos- 
sibility of direct radiotelephone service with the United States. 
Radiotelephonv was increasing in popularity, and the desire of foreign 
countries for direct service no doubt reflected either the feeling of 
national prestige, necessity for privacy, or a desire to circumvent the 
dependency and the possible censorship of the British Post Office. 
The British Post Office opposed direct connections between the United 
States and other foreign countries. After a considerable exchange 
of correspondence on the subject, the plan appears to have been 
abandoned. 

There was a second proposal for augmenting the facilities available 
for trans-Atlantic telephone service between the United States and 
Great Britain, which considered the construction of a trans-Atlantic 
cable. The American Co., cooperating with the British Post Office, 
entered into protracted negotiation and experiment with this trans- 
Atlantic cable, but so many economic and financial differences devel- 
oped in the arrangement that the idea was definitely abandoned. 

Direct service between England and Canada . — The provisions of the 
contract, 49 as stated in clause 18, permit the British Post Office to 
extend service to the Dominion of Canada, but neither this clause, 
nor any other clause, provide for a direct service from England to 
Canada. It should be mentioned at this point that the British Post 
Office operated a rather extensive network of direct radiotelephone 
channels to its various dominions, but service with Canada had been 
routed through the American Co. at New York. In August 1929 
the British Post Office indicated to the American Co. the possibility 
that national sentiment in Canada might necessitate a direct service, 
as against the present procedure of routing this business through the 
American Co. at New York. If such a plan were subsequently exe- 
cuted, it would be desirable for the British Post Office to arrange 
with the American Co. to use the present existing direct channel 
between London and New York as an alternate channel from London 
to Canada, in the event of interruptions to the proposed direct chan- 
nel from London to Canada. At first, the American Co. did not 
favor the idea of using the existing trans-Atlantic channel as an 
alternate route between Canada and Great Britain. The American 
Co. agreed finally to make an exception and allow full alternative 
routing arrangements over the New York-to-London circuit, pro- 
vided that in case of the establishment of direct circuits between the 
United States and continental Europe at some future date, similar 


* Contract of July 1, 1927. 
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alternative routing privileges would be allowed the American Co. by 
the British Post Office. The British Post Office agreed to this stip- 
ulation. The nature and volume of the correspondence on tins 
matter of alternative routes indicates that the agreements were en- 
tered into with considerable reservation by both parties. As a matter 
of record, the direct service between Canada and Great Britain was 
established on July 11, 1932. 

Direct service between the United States and France . — After estab- 
lishment of radiotelephone service to England, various European 
administrations approached the American Co. concerning direct 
radiotelephone circuits between their countries and the United States. 
Among the countries desiring direct telephone circuits were Switzer- 
land, m 1929; France, in 1931; Germany, in 1934; and Italy, in 
1935. However, all suggestions for direct circuits to the continent 
of Europe were evaded by the American Co. on the ground, generally, 
that such direct circuits were not deemed to be warranted at that time 
for economic reasons. 

In 1935, the French Government took the matter up through the 
then United States Ambassador to France, who, in turn, negotiated 
with the American Co. The American Co. again stated that it was 
not advisable to establish such a direct circuit. The American 
Ambassador to France communicated the desire of the French Gov- 
ernment for direct telephone service between France and the United 
States to the Department of State at Washington, D. C., and that 
Department in turn referred the request to the Federal Communica- 
tions Commission for consideration and action. The matter was dis- 
cussed with the Secretary of the Navy and the Secretary of War 
both of whom were strongly in favor of the direct circuit. In a 
special notice: 60 to the American Co., dated June 27, 1935, the Federal 
Communications Commission stated, in connection with considera- 
tion of applications of the American Co. for renewal of its licenses 
covering frequencies used for the New York-London circuits, that the 
Commission would consider also the matter of direct radiotelephone 
communication between the United States and France, and would 
hear testimony and evidence thereon. In the conferences and 
negotiations that pertained to this direct circuit to France the Amer- 
ican Co. set forth its objections. 61 Likewise, the British Post Office 
requested an opportunity for full presentation of it case before the 
Commission to set forth its objections to the arrangement of direct 
service to France. 62 

After exhaustive consideration of all factors by the Federal Com- 
munications Commission, it requested 63 the American Co., on August 
16, 1935, to conclude, with all possible expedition, the necessary 
negotiations in Paris and London and that such negotiations or copies 
of all contracts and agreements relating to the proposed direct circuit 
to Paris should be made a part of the application of the American 
Co. for modification of the latter’s radiotelephone licenses. The 

M Notice No. 13506, dated June 27, 1935, sent out by the Fedoral Communications Commission and con* 
tained in exhibit 2395. 

11 Memorandum dated July 31, 1935, entitled “Discussion with Federal Communications Commission 
of proposed plan for direct radiotelephone service between France and the United States" and contained 
In exhibit 2095. 

M Aide Mcmoire, dated August 9, 1935, forwarded to Federal Communications Commission by the 
British Embassy and contained in exhibit 2095. 

M Letter dated August 16, 1935, from Paul A. Walker, chairman, Telephone Division, Federal Com- 
munications Commisrion, to T. C. Miller, vice president of the American Tdephone & Telegraph Co. 
and contained in exhibit 2095. 
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American Co. was further advised that if this could not be done all 
of the applications would be set for public hearing. 

As a result of these negotiations, the agreement for direct service 
between the United States and France was signed in September 
1935. Physically, this new direct service to France was effected by 
the diversion of one short-wave channel from the existing multiple 
circuit between New York and London, to a French terminal in 
Paris. 

Direct service between the United States and other European countries . — 
On November 10, 1937, the Federal Communications Commission 
granted the American Co. commercial licenses for establishing radio- 
telephone service between the United States and Italy, Germany, 
and Switzerland/ 4 On the same date, the American Co. was granted 
an experimental license for direct service between the United States 
and the Union of Soviet Socialist Republics. Evidence in support of 
the applications of the American Co. for these new points of communi- 
cation shows that each of the foreign countries concerned desired 
that the American Co. join them in establishing such communication 
facilities. The application of the American Co. with respect to 
direct radiotelephone communication with the Union of Soviet Social- 
ist Republics was granted upon a temporary experimental basis, 
subject to all conditions stated in the Federal Communications Com- 
mission's rules and regulations with respect to special experimental 
licenses. 

The Aloisi Incident 

The unenviable position occupied by the United States as a result 
of virtual control of transoceanic radiotelephony to the European 
Continent by the British Post Office and the American Co. prior to 
the inauguration of direct service to France, is illustrated pointedly 
bv the so-called Aloisi incident, which is often cited in support of the 
allegation that communication from the continent of Europe to the 
United States was only at the sufferance of the British Post Office. 
In this particular case it was allegedly stated by the Columbia Broad- 
casting System that its offices had received a communication on 
October 10, 1935, from its representative in London, stating that 
the British Post Office declined to transmit the discussion by Baron 
Aloisi of the application of sanctions against Italy by England and 
France as a result of Italy's activities in Ethiopia. 

Theoretically, at least, the provision of direct circuits from the 
United States to other foreign countries should tend to eliminate 
interruptions which can result from the dominant position of a 
single foreign country. 

Summary. 

The charter of the American Telephone & Telegraph Co. contem- 

S lated a Nation-wide, and even a world-wide, telephone service. 

beginning with the first Boston-New York line in about 1884, this 
objective has at the present time been substantially attained. This 
development involved a series of steps, each broadening the basis 
on which this service structure was erected. From 1884 until 1913 
it was exclusively a Bell System development involving only the 
lines of the parent company and of the licensee companies. Since 
1913 the independently owned telephone companies have been added 

* See Federal Communications Commission Dockets Nos. 4541 and 4603 to 4713, inclusive. 
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to the integrated system and, in 1927, the final step in accomplishing 
the ultimate objectives set forth in the original charter was taken 
by the inauguration of trans-Atlantic radiotelephone service, which 
has since been expanded, through connections with other systems, 
to cover substantially the entire civilized world. In fulfilling the 
objectives set forth in the original charter of the American Co., 
many improvements in the art have been necessary before that 
result could be accomplished. The kind and character of these 
improvements have been discussed in the chapter on Patents. 

The Bell System national wire network today furnishes not only 
toll telephone message service but many other public and private 
communications services. The toll message service, however, pro- 
duces approximately 90 percent of the revenue from toll activities. 
In general, the long lines department of the American Co. provides 
the principal interstate toll facilities, whereas the associated companies 
and their connecting companies furnish the intrastate toll service 
and substantially all of the interstate toll service involving hauls of 
less than 40 miles. Six of the associated companies, New England 
Telephone & Telegraph Co., Southern Bell Telephone & Telegraph 
Co., Northwestern Bell Telephone Co., Southwestern Bell Telephone 
Co., Mountain States Telephone & Telegraph Co., and Pacific Tele- 
phone & Telegraph Co., furnish some interstate toll service within 
their respective operating areas involving hauls of over 40 miles. 

The circumstance that the national communications services are 
subject to the jurisdiction of 48 States, the District of Columbia, 
and of the National Government, brings with it specific requirements 
with respect to the operation of these services and the aivision of 
revenues and expenses arising therefrom, as between the various 
participating carriers and as between the various classes of service, 
the rates for which are subject to regulation bv various authorities. 
While jurisdiction over interstate services of this character was 
conferred upon the Interstate Commerce Commission in 1910, no 
extensive investigation of the reasonableness of interstate toll rates 
has been undertaken by any Federal regulatory body. As a result, 
such consideration as these problems oi division have received has 
been given by various State commissions in connection with the 
problem of intrastate rates, both exchange and toll, predominantly 
exchange. 

Until the decision in Smith v. Illinois Bell Telephone Co. (282 U. S. 
133), there existed some doubt as to the point of origin and termina- 
tion of interstate toll messages for the purpose of testing the reason- 
ableness of the rates charged on the basis of the property and expenses 
related thereto. 

In rate proceedings since the decision in Smith v. Illinois Bell Tele- 
phone Co., supra , State regulatory bodies have, in general, stated, 
that rates prescribed by them are on the station-to-station basis 
which contemplates that the toll rate covers compensation for all 
toll service, including use of the exchange plant in completing toll 
calls, and the exchange rate is intended to cover exchange service 
only. 
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All toll rates of the Bell System, with the exception of certain short- 
haul rates of the New York Telephone Co., have been stated by the 
companies on what is known as the board-to-board basis. This 
method of stating toll rates results in including in the rate for exchange 
telephone service compensation to the telephone company for use of 
the exchange plant in originating and completing toll calls between 
the exchanges, irrespective of the extent to which each individual 
subscriber utilizes toll service. This view also of necessity carries 
with it the implication that State regulatory bodies, in fixing exchange 
rates, have, m effect, fixed the compensation for that portion of 
interstate toll services involved in the use of the exchange plant in 
^completing interstate toll calls. 


Digitized by CjOOQle 



Digitized by 



CHAPTER 13 

RADIO BROADCASTING 

The furnishing of program-transmission facilities 1 for the intercon- 
nection of broadcast stations, or for the connection of a broadcast 
station with a studio or other pick-up point, is the Bell System’s 
principal function in connection with broadcasting at the present 
time. This chapter is concerned primarily with that subject, although 
other activities of the Bell System in connection with radio broad- 
casting are discussed. Radio broadcasting in the United States is a 
comparatively recent development, and this chapter is limited to the 
years 1920-37. 

As will be shown hereinafter, the Bell System has a virtual monopoly 
in the furnishing of program-transmission service to broadcasting 
stations; its monopoly in this respect enables the Bell System to earn 
a substantial revenue (almost $7 ; 000,000 in 1936) from the furnishing 
of Nation-wide program-transmission services to broadcast stations. 
The real significance of this position lies in the fact that radio-broad- 
casting service throughout the United States, furnished by more than 
700 broadcast stations in the country, depends principally upon the 
Bell System for the necessary local and long-distance program-trans- 
mission services from studio to station, and from station to station, 
which make possible local and network broadcasting. 

The patent position of the Bell System in the field of radio broad- 
casting for the period covered by this chapter has been given in chapter 
8. As discussed there, the patent position of the American Co. in 
the radio field was generally outlined in the cross-licensing agreement 
of 1920 and the agreements of 1926 between the American Co. and 
the so-called radio group. 2 Therefore the discussion in this chapter 
is presented under two chronological divisions: The period 1920 to 
July 1, 1926, and the period July 1, 1926, to 1937. 

Policies and Practices During the Period 1920 to July 1, 1926. 

The policies and practices of this period were formulated while the 
Bell System was asserting broad patent claims in the field of radio 
broadcasting, which claims were contested by the radio group. This 
matter was submitted to a referee in an arbitration proceeding. The 
referee’s draft decision of November 13, 1924, however, indicated that 
the Bell System’s patent rights were not so extensive as claimed. 
Between this latter date and July 1 , 1926, negotiations were conducted 
by the radio group and the American Co. to settle the differences 
between them. 

No policy with respect to furnishing program-transmission services 
to broadcasters had been formulated by the Bell System when broad- 

x ‘ ‘ Program-transmission facilities” as used in this chapter refers to the provision of channels as defined 
in Bell System’s tariffs applicable to this type of service. 

* See ch. 8, pp. 225-227. 
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casters first requested such services in 1921. The American Co.’s 
first recommendation to the associated companies, in December 1921, 
was that they “refrain from making any arrangements permitting 
either exchange or toll facilities to be directly connected to radio- 
telephone apparatus.” 3 Less than 4 months later the American Co. 
suggested to the associated companies that, although no definite 
policy had been determined, a more liberal course should be pursued. 
It recommended, accordingly, that circuits might be furnished to 
stations for noncommercial use, unless they were operated by public- 
service companies. The associated companies were also informed 
that the American Co. was planning to establish a radio-broadcast 
station in New York for commercial broadcasting, and that Western 
Electric Co. had been authorized to sell broadcast-transmitting equip- 
ment for noncommercial purposes. The American Co. suggested that 
the associated companies avoid, as far as possible, any commitment 
that the furnishing of circuits tor broadcasting purposes was a part 
of the companies' public-service activities, by calling circuits so fur- 
nished “special circuits,” and by making the contracts for their us© 
for short periods and terminable on short notice. Requests for cir- 
cuits for the radio group's stations were to be referred to New York 
for consideration. 

Following this announcement, the American Co. established and 
operated radio station WEAF in New York City. Later this station 
was connected with other stations, including the second Bell System 
station, WCAP, Washington, D. C., by wire circuits of the Bell 
System. 

The radio group also interconnected several radio-broadcast sta- 
tions by the use of wire facilities obtained from the Western Union 
Telegraph Co. and the Postal Telegraph Co. 

Radio conference , 1928 . — On February 3, 1923, the American Co. 
mailed to the associated Bell companies a tentative draft of a bulletin 
(subsequently called Radio Bulletin No. 4), and called a conference 
of representatives of the associated Bell companies handling radio 
matters for the purpose of discussing its provisions. The conference 
was held in New York, commencing February 26, 1923. At this con- 
ference, A. H. Griswold, who was then assistant vice president of the 
Ajnerican Co., actively engaged in conducting radio matters for the 
American Co., stated to such representatives what he had in mind 
ultimately for the Bell System in the broadcasting field: 

* * * What I have in mind ultimately is that in each locality an important 

group of people will get together and form a broadcasting association. In that 
group of people should be the type that the community looks to as being the 
leaders of the community. In it I would expect to see the chamber of commerce, 
the important newspapers, the department stores, especially the people interested 
in radio and the general public as well. For that association we would erect, 
own, and operate a broadcasting station; they to provide all the programs; they 
to give to the public what the public desires but we to have the latest facilities 
known to the art and all of the things that go w r ith them including remote-control 
lines and speech-input equipment. That station is to be operated by the Bell 
System under definite guaranties from the association as to expenses plus a 
reasonable return. In these expenses there will be a sufficient amount to amortize 

* It will bo noted in this chapter that policies in radio broadcasting were formulated by the American 
Co., and that its desires were then transmitted to the associated Bell companies, which effectuated the 
policies. This practice is indicative of the degree of control exercisod by the American Co. over the asso* 
ciited companies, which is a subject more fully discussed in ch. 4, Management and control of the Bell 
System. 
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that equipment over a short period. The obsolescence factor works to a very 
high degree in radio with its newness and with the art in its present state. 
******* 

* * * w e have been very careful, up to the present time, not to state to 

the public in any way, through the press or in any of our talks, the idea that 
the Bell System desires to monopolize broadcasting; but the fact remains that 
it is a telephone job, that we are telephone people, that we can do it better than 
anybody else, and it seems to me tnat the clear, logical conclusion that must, 
be reached is that, sooner or later, in one form or another, we have got to do the 
job. * * * 

******* 

* * * I may state to you that I have talked this idea over with Messrs. 

Thayer, Gifford, and Bloom and each of them think it is a proper set-up. It 
puts us in where we belong; we are providing the facilities, the latest and best 
known to the art; we are in the telephone business still ; we are a part of it. What- 
ever monopoly feature there is in it will be created by the local group itself which 
will get everyone interested in radio into that local group and if anyone desires 
to own his own private broadcasting station, they will say to him, “Come on in 
with the bunch, we represent this community in radio broadcasting.” 

This ultimate objective for the Bell System in radio broadcasting 
suggested by Mr. Griswold was never consummated, and the subse- 
quent settlement between the Bell System and the radio group as of 
July 1, 1926, made the effectuation of such a plan by the Bell System 
impracticable, if not impossible. 

There were discussed at the radio conference the restrictions to be 
placed on wire facilities to protect the American Co.’s interests, and 
the question of furnishing wire facilities to broadcast stations which 
infringed Bell System patents. The American Co. considered that 
all transmitting equipment except that manufactured by Western, 
that licensed by the American Co., and that erected and operated by 
the radio group, infringed its patents. The tentative draft of Radio. 
Bulletin No. 4 proposed the denial of wire facilities to stations not 
licensed under the American Co.’s patents. Hence, consideration 
was given to a method of licensing stations in order that they might 
qualify for wire services. 

The desirability of furnishing “wire telephony as an adjunct to 
radio broadcasting” instead of wire circuits was also considered at 
the radio conference. Wire telephony as an adjunct to radio broad- 
casting was distinguished from the leasing of wire circuits in that 
it carries with it, according to Radio Bulletin No. 4, the provision of 
circuits and speech-input equipment, equalization of lines, proper 
connection of wire-telephone facilities to broadcast stations, and the 
coordination of the entire service for best results. 

Representatives of the American Co. stressed at the conference the 
desirability of the associated companies continuing to avoid any 
commitment that the furnishing of wire facilities was a part of their 
public-service undertaking. 

Policies restricting use of wire facilities . — Following the 1923 radio 
conference, policies were formulated regarding the furnishing of wire 
facilities to broadcasters. These policies were adopted to protect 
the broadcasting activities and the patent position of the Bell System. 
Formal announcement of the policies was made in Radio Bulletin No. 
4, mailed to the associated companies on May 9, 1923. 

In this bulletin the recommendation was made that wire telephony 
as an adjunct to radio broadcasting, if available, be furnished to cer- 
tain broadcast stations and denied to others, regardless of the avail- 
ability of facilities. Such type of service might be furnished to . 
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Government stations, to stations licensed under the American Co.’s 
patents, and to Bell System stations. Stations licensed by the Ameri- 
can Co. which operated in the same area as a Bell System station 
were, in general, to be denied wire facilities. The general policy was 
stated concisely in Radio Bulletin No. 4 as follows: 

In general, wire telephony as an adjunct to radio broadcasting will be refused to 
broadcasting stations not licensed under the patents of the American Telephone 
& Telegraph Co. This is necessary because to establish as a definite policy the 
provision of wire telephony as an adjunct to radio broadcasting to stations in this 
class may prove embarrassing from a patent standpoint. 

******* 

Our lines go with our broadcasting stations and wire telephony as an adjunct 
to radio broadcasting should not be provided except in an occasional important 
case where serious adverse reactions may result if it is refused. 

Requests for circuits by the radio group and Bell-licensed stations 
operating in an area in which a Bell station was operating, and from 
nonlicensed radio stations, were to be referred to Mr. Griswold. Wire 
telephony as an adjunct to radio broadcasting was to be denied to 
broadcasters operating their stations for hire. Western’s sales of 
speech-input equipment were restricted to the American Co. and the 
associated companies, since this equipment was to be furnished by the 
Bell companies to broadcasters as a part of wire telephony as an 
adjunct to radio broadcasting. Mr. Griswold expressed the opinion 
at the radio conference that the sale of speech-input equipment “would 
be a decided mistake and would further set back the ultimate idea that 
we have in mind in connection with radio broadcasting,” because the 
ownership thereof would occasion a great demand for Bell wire cir- 
cuits and a much greater desire to use, and the actual use of, lines of 
other wire companies. 

In addition to the restriction on wire facilities imposed bv Radio 
Bulletin No. 4, the American Co., in May 1924, requested the asso- 
ciated companies to refer to it any applications for facilities connecting 
two or more stations. Only one application of this kind came under 
the purview of the investigational staff. This was made to the New 
York Telephone Co. in October 1925. At that time, the associated 
companies were furnishing circuits used to connect the Bell station 
WEAF to other stations. When this application was first received, 
the American Co. requested the New York Co. to deny it. Later, in 
January 1926, a tentative decision was made that in the event the 
broadcaster insisted upon the fulfillment of the request, the circuits 
might be furnished. 

The American Co., in May 1924, also requested the associated 
companies to refer to it applications for wire facilities involving the 
connection of Bell circuits with privately owned circuits or those 
furnished by other wire-using companies. During the remainder of 
the period now under consideration, it was the practice of the Bell 
Telephone companies to prohibit the interconnection of Bell and non- 
Bell wire facilities used in connection with broadcasting. 

Licensing policy . — As stated above, there was discussed at the 
1923 radio conference a program for licensing broadcast stations 
under the American Co.’s patents, in order that they might obtain 
wire facilities from the Bell System. Such a licensing program was 
formulated by the American Co. in November 1923. The procure- 
ment of a license, however, did not assure a broadcaster of wire 
facilities, as facilities might not be available or the restrictions placed 
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on furnishing wire telephony as an adjunct to radio broadcasting might 
prevent the furnishing of facilities. 

In addition to qualifying for wire facilities, two other considerations 
were given broadcasters obtaining licenses under Bell System patents: 
(1) Immunity from infringement suits under patents owned and 
controlled by the American Co., and (2) the privilege of purchasing 
replacement parts, such as vacuum tubes, from Western. 

An early memorandum in the files of the American Co. indicated a 
fourfold purpose in the licensing program: 4 

The protection of our patents which are essential to our regular business. 

Consideration for the profits of the Western Electric Co. 

Effect of nonlicensed stations competing with telephone company stations for 
programs. 

Reaction on Western Electric Co.'s sold stations of other stations getting similar 
privileges for less money by procuring a license. 

The American Co. informed the associated companies of its licensing 
policy in November 1923. At first, there was no active solicitation of 
licenses — only three stations were licensed up to January 21, 1924. 
Thereafter, on April 18, 1924, the American Co. recommended to the 
associated companies that they contact all broadcasters and offer 
them a license. A routine was established by which the radio repre- 
sentatives of the associated companies and the supply managers of 
Western cooperated and coordinated their efforts m licensing radio 
stations and selling Western Electric equipment. 

From time to time, the American Co. informed the associated 
companies that it did not intend to license stations established after 
a specified date. Originally, the American Co. did not contemplate 
licensing stations established after November 16. 1923, but on April 18, 
1924, that date was withdrawn. Subsequently, June 1, 1924, was 
established as a dead line in order to facilitate a settlement out of 
court of a patent infringement suit against station WHN, in accordance 
with which a license was granted to this station for a consideration. 
This dead-line date was withdrawn on August 22, 1924. In July 1925 
the associated companies were directed to make no more offers of 
licenses to infringers and to refer applications for licenses to the 
American Co. Certain exceptions were made to the policy in 192,5. 
at which time the American Co. was not issuing licenses. Some of 
the reasons assigned for the exceptions were: Broadcasters' bringing 
“unbearable pressure" upon an associated Bell Telephone company; 
avoidance of conflicts with a broadcaster who was releasing press 
articles that the American Co. was attempting to monopolize broad- 
casting; threat by a broadcaster to appeal to the Illinois Commerce 
Commission if circuits were not furnished; operation of a broadcast 
station by Boy Scouts of America; resistance bv a broadcaster to an 
associated Bell Telephone company's refusal to furnish wire facilities; 
and the signing of an order by a broadcaster for Western equipment.* 
At the beginning of 1926, there were some 20 applications for licenses 
pending. The American Co. at that time decided it was pursuing 
an unsound policy by refusing to grant licenses when it was not 
prepared to bring suits for infringement. Accordingly, it offered 
licenses to all applicants having applications on file, and it appears 

« Conference memorandum dated October 5, 1923, exhibit 289, p. 93. 

• These exceptions to the American Co.’s policy of refusing program transmissaon services to nnllnmu^y 
stations are discussed in exhibit 289, pt. IV, sec. 3. 
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that a free-licensing policy, without solicitation, continued throughout 
the remainder of the period under consideration. 

The permanent fee for licenses established by the American Co. in 
1924 was based on $4 per watt power of stations, with a minimum fee 
of $500 and a maximum fee of $3,000. Educational stations and 
those established for experimental purposes were licensed for a nomi- 
nal fee of $1. 

An American Co. official expressed the opinion that the need for 
program transmission services would bring station owners to the 
telephone company to discuss licenses; and that the need for such 
services was the principal reason for broadcasters seeking a license. 5 
Wire services were denied not only to unlicensed stations, but to 
licensees which became delinquent in the payment of their license fees. 

Modification of licensing policy and restriction on the use of wire 
facilities . — During 1924, certain of the restrictions on the use of wire 
facilities in connection with broadcasting were removed, and modi- 
fications were made in regard to the Bell System's licensing policy. 
On April 18, 1924, restrictions prohibiting stations licensed under the 
American Co.'s patents to operate for hire were withdrawn. Radio 
stations which had been licensed for noncommercial purposes could 
obtain commercial licenses without the payment of additional fees. 
As of May 2, 1924, restrictions were withdrawn on furnishing facilities 
to Bell-licensed stations operating in an area where there was a 
Bell System station. 

On May 23, 1924, the associated companies were informed that 
Western had been released to sell speech-input equipment to be used in 
connection with equipment licensed under the American Co.'s patents. 
The associated companies were authorized to connect their local 
circuits to privately owned speech-input equipment. Thus, wire 
circuits as distinguished from wire telephony as an adjunct to radio 
broadcasting might be furnished for local “pick-ups," as had been the 
practice formerly from April 1922 to May 1923. In considering the 
sale of speech-input equipment, according to memoranda of the 
American Co., the opinion was expressed that a favorable decision 
would “be a forced one in the light of the present undesirable pub- 
licity in which the American Telephone & Telegraph Co. is accused 
of attempting to monopolize broadcasting." 

The other restrictions on wire facilities were continued until after 
July 1, 1926, when the broadcasting activities of the radio group and 
the Bell System were reallocated in settling the disputes arising under 
the 1920 cross-license agreement. This reallocation, although dis- 
cussed in chapter 8, will be here briefly reviewed in considering the 
policies and practices of the Bell System during the period of July 
1, 1926, to date. 

Policies and Practices During the Period July 1, 1926 to 1937* 

In addition to the 1926 license agreement, two other contracts* 
the purchase agreement and the service agreement, were executed on 
the same date. Certain details of these latter contracts are essential 
to show the recent activities of the Bell System in radio broadcasting. 

Under the provisions of the 1926 license agreement the American 
Co. and the radio group each granted and each received nonexclusive 
patent rights under their respective patents to manufacture, sell, 


* See exhibit 280, p. 166. 
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lease, and use broadcasting stations. The American Co/s right to 
engage in broadcasting was, however, limited by the terms of the 
purchase agreement of the same date ; which is discussed hereinafter. 
The American Co. received exclusive patent licenses under the 
patents of the radio group in the field of wire telephony, with certain 
exceptions. Such exclusive patent licenses included the exclusive 
rights under the patents of both groups for furnishing wire services 
to broadcasters, subject to nonexclusive licenses under the patents 
of both groups retained by and granted to the radio group to make and 
use apparatus and systems for such purpose on the radio group's own 
systems. The nonexclusive licenses thus acquired would be usable 
by the radio group only in the event that it built its own network. 
In addition, the radio group retained nonexclusive licenses under its 
own patents for providing itself or obtaining from others wire services, 
in the event the telephone group failed to furnish such facilities to the 
radio group. 

The purchase and service agreements . — On May 11, 1926, the Amer- 
ican Co. caused the organization of the Broadcasting Co. of America, 
which, on May 14, 1926, took over the former's broadcasting business. 
By the purchase agreement, the Broadcasting Co. of America, with the 
consent of the American Co., a party thereto, agreed to sell to the 
Radio Corporation of America radio station WEAF, together with all 
its business, physical property, contracts, and goodwill. In exchange 
for station WEAF and other assets of Broadcasting Co. of America, 
R. C. A. agreed to pay $1,000,000, of which $800,000 was considered 
goodwill. The contract provided that the sale, assignment, and pay- 
ment of the consideration should be effected on or before December 31, 
1926. 

The purchase agreement and other documentary evidence intro- 
duced at the hearing before the Telephone Division of the Federal 
Communications Commission, as well as subsequent events, make clear 
the intent of the telephone group to withdraw from the owning and 
operating of broadcast stations, for specific provision was made m the 
purchase agreement that, in the event the telephone group engaged in 
such activity or certain other activities prior to July 1, 1933, the 
American Co. should repay Radio Corporation of America the 
$800,000 designated as goodwill. In addition, provision was made 
that, in the event the Bell System engaged in such activities prior to 
July 1, 1936, the Radio Corporation of America should have certain 
nonexclusive rights to use the patents of both groups in the field of 
wire telephony, including wire facilities used in connection with its 
broadcasting activities. 

By an agreement dated October 29, 1926, Radio Corporation of 
America assigned to N atio nal Broadcasting Co. the former's right to 
acquire radio station WEAF, together with its business, goodwill, 
etc., upon the payment of the purchase price recited in the purchase 
agreement. Station WEAF was transferred to the National Broad- 
casting Co. instead of the Radio Corporation on November 1, 1926. 

The detailed provisions of the Bell System's obligation under the 
1926 cross-license agreement to furnish the radio group wire facilities, 
as well as the charges therefor and the regulation in respect thereto, 
are set forth in the service agreement between the American Telephone 
£ Telegraph Co. and the Radio Corporation of America. 
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The service agreement provides that the relations between the 

E arties as specified therein shall continue until December 31, 1945, 
ut automatically continue thereafter until canceled by 5 years 7 
written notice by either party given after January 1, 1941; that the 
American Co. is obligated to furnish, within 1 year after request there- 
for, networks, regular extensions, loops, and coordinating telephone 
and telegraph service, with the proviso that in the event the Radio 
Corporation is unable to give reasonable notice for these types of 
facilities, the American Co. will attempt to furnish them by emergency 
installation; but if it fails so to do, the Radio Corporation shall have 
nonexclusive patent rights under the patents of both groups to 
provide itself or obtain from others the necessary facilities, including 
the right to interconnect them with Bell wire facilities. The Radio 
Corporation's nonexclusive patent rights under this last mentioned 
provision, as well as the privilege of interconnection, are terminated 
upon the availability of telephone company facilities. The American 
Co. agreed to fumisn special extensions to networks and loops used in 
connection therewith, subject to its public and special contract service 
requirements. 

Although the statement is made in the service agreement that it is 
not the intention of the parties to prevent the Radio Corporation 
from engaging facilities of others, the American Co. considered in 
1926, and as Tate as October 1936, that the patents of both groups 
were essential to give adequate service to broadcasters. 

The contract further recited that the Radio Corporation, General 
Electric Co., and Westinghouse Electric & Manufacturing Co. were 
then obtaining, and had commitments to continue the use of, wire 
facilities of others on which patents of the Bell System were employed, 
and that it was the intention of the parties that telephone company 
facilities should be substituted for such non-Bell facilities, as the com- 
mitments of the radio group companies therefor expired, in con- 
sideration whereof the American Co. expressly waived patent infringe- 
ment by such other companies by reason of their use of Bell patents on 
non-Bell facilities. Although General Electric and Westinghouse 
were not signers of the service agreement, later acts of the Bell System 
show clearly its understanding that they were to be bound by the pro- 
visions just recited. 

Thus, by the three agreements of July 1, 1926, the Bell System 
was assured the field of furnishing wire circuits to broadcasters includ- 
ing the business of the radio group, the then principal user of the 
service. As between the two groups, it was contemplated that the 
radio group only would engage in the operation of broadcast stations, 
while the manufacture ana sale of transmitting equipment might be 
engaged in by both groups. 

By an agreement dated January 1, 1930, Radio Corporation of 
America extended to National Broadcasting Co., Inc., nonexdusively 
and only in connection with broadcasting, the right to have the tele- 

1 )hone company furnish wire facilities and to obtain the patent 
icenses specified in the service agreement. 

The arrangement occasioned by these three contracts of July 1, 
1926, has continued to date. As pointed out in chapter 8, there were 
subsequent cross-license agreements executed in 1932 and 1935. In 
general, the 1932 cross-license agreement changed the exclusive licenses 
received in the 1926 agreement by the Bell System in the field of wire 

Digitized by Google 



INVESTIGATION OF THE TELEPHONE INDUSTRY 395 


telephony and other fields to nonexclusive licenses, including the right 
to grant nonexclusive licenses. 

Since July 1, 1933, the Bell System has been in a position to operate 
broadcast stations without forfeiting to the Radio Corporation of 
Americ a, th e $800,000 considered as goodwill in the sale of radio 
station WEAF. As of July 1, 1936, the American Co. was relieved of 
its obligation of granting Radio Corporation of America patent 
licenses to furnish itself or obtain from others wire facilities for use in 
connections with R. C. A.’s own stations, in the event the Bell System 
operated broadcast stations. 

In September 1934, Bell System companies filed tariffs with the 
Federal Communications Commission covering program transmission 
service. These tariffs supersede the 1926 service agreement with 
regard to the furnishing of channels for program transmission service* 

Modification of Restrictions on Wire Facilities. 

The 1926 contracts between the Bell System and the radio group 
brought about certain modifications in the restrictions the American 
Co. had placed on the furnishing of wire facilities to broadcasters. 

By the service agreement of July 1, 1926, which became operative 
on or about November 1, 1926, at the time National Broadcasting Co., 
Inc., took over station WEAF, the American Co. agreed to furnish 
properly equalized circuits which might be connected with speech 
input and certain coordinating equipment owned and operated by the 
National Broadcasting Co. On or about November 27, 1926, there- 
fore, it was decided that the long-lines department of the American 
Co. might furnish wire circuits to broadcasters as distinguished from 
wire telephony as an adjunct to radio broadcasting. 

The American Co. specifically agreed in the service agreement to 
furnish wire networks connecting broadcast stations. As pointed out 
above, the New York Telephone Co. had been informed by the 
American Co., in the latter part of 1925, that a request for facilities 
to connect two broadcast stations should be denied; but later, in 
January 1926, it was tentatively decided that in the event the broad- 
caster insisted upon the furnishing of circuits for that purpose, they 
might be furnished. After the execution of the service agreement, 
specifically providing for such use of wire facilities, the decision was 
made that the New York Telephone Co. might properly furnish wire 
facilities connecting two broadcast stations. 

The policy of denying wire facilities to broadcasters who had not 
obtained a license under the American Co.'s patents, initiated in 
May 1923, was continued until August 1928. 

After the settlement of July 1, 1926, the advisability of continuing 
the policy was discussed by officials of the American Co. In memo- 
randa recording these discussions, company officials and lawyers 
expressed the opinion that the adoption of the policy in lieu of in- 
fringement suits was “legally unsound,” that the company's only 
reasonable remedy was to sue infringing stations, and that the com- 
pany's licensing policy had established its patent position. The 
company recognized that broadcasters sought licenses principally 
to obtain wire facilities and considered the continuance of the prac- 
tice unsound from a business standpoint and one which might result 
in unfavorable public relations. It was decided, therefore, in August 
1928, that the associated companies might furnish wire facilities to 
broadcasters regardless of their license status. 
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Liberalization of licensing policy . — The American Co.'s authoriza- 
tion to furnish wires to broadcast stations regardless of their license 
status removed the greatest incentive for broadcasters to apply for 
patent licenses. The position of the American Co. in the field of 
manufacture and sale of transmitting equipment was also quite 
different after the reallocation of the broadcast field in 1926 than when 
the licensing program was formulated in 1923. It had no broadcasting 
business to protect, as had been the case in 1923, and the radio group 
had acquired coextensive patent licenses for the manufacture and sale 
of broadcasting equipment. 

Sales and licensing policies adopted by the radio group had a direct 
bearing on the American Co.'s licensing program. Officials of the 
American Co., as early as October 1926, considered it important to 
reach a satisfactory understanding with R. C. A. for licensing broad- 
cast stations. There was no indication in the files of the American 
Co. that an understanding was reached between the two groups, but 
American Co. memoranda state that Radio Corporation of America, 
in general, limited its sales of replacement parts to stations sold by 
Western and R. C. A. and those licensed by the American Co., until 
April 1928. 

In July 1928, R. C. A. informed the American Co. that it proposed 
to license broadcast stations purchasing equipment from it for a 
nominal fee. While the American Co. was considering what course 
to pursue, R. C. A. held its program in abeyance until some time after 
November 12, 1928. Between this last mentioned date and April 30, 
1929, however, R. C. A. became rather active in issuing licenses for 
a nominal consideration of $1. Western desired to accord broad- 
casters the same treatment, in order to protect its sales of broadcasting 
equipment, although at that time Western was authorized to sell to 
487 of the then 660 active broadcast stations. 

On May 7, 1929, Western Electric Co. was authorized to issue 
patent licenses under Bell System patents for a nominal consideration 
of $1. The American Co. also authorized Western to sell parts to 
broadcast stations so licensed. Six years later, in July 1935, Western 
was permitted to sell to broadcast stations regardless of their license 
status. 

The American Co.'s revenue from the licensing of broadcast stations 
aggregated $402,542 during the years 1923 to 1929, inclusive. 

Policies re interconnections . — The policy of prohibiting intercon- 
nections, either directly or indirectly, of Bell wire circuits used for 
program transmission with privately owned circuits or circuits of 
other wire-using companies, originated in May 1924, was continued 
without modification until the latter part of 1936. At that time, the 
policy was modified to permit the broadcaster to interconnect Bell 
focal or exchange circuits, as distinguished from Bell long-distance or 
interexchange facilities, with wire circuits of others. 

Prohibiting interconnections has been an effective means of prevent- 
ing competition in the furnishing of wire facilities for broadcast pur- 
poses. A similar policy was pursued by the Bell System with regard 
to independent telephone companies in acquiring its monopoly posi- 
tion in rendering commercial telephone service. (See ch. 5.). Tele- 
graph companies, which have been the only competitors in this field, 
nave in many instances been able to furnish satisfactory interexchange 
circuits, but have been unable to provide the necessary local facilities. 
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Hence, the policy has eliminated the use of telegraph circuits in those 
instances where it was necessary to obtain local Bell circuits. This 
situation was summarized in a memorandum by F. H. Van Winkle of 
the New York Telephone Co., in 1927, when he said: 

We pick up at a certain designated point features for broadcasting and transmit 
to another point. At the originating point we receive the features from the in- 
strumentalities of others and deliver to the instrumentalities of others at the ter- 
minating point. We have, in general, no control over the instrumentalities to 
which we connect. Further, in this radio work, there is not the same principle 
which is involved in our regular service preventing connection to foreign facilities. 

In other words, from an engineering standpoint we might require certain 
standards before we agreed to connect. Assuming that those standards are met, 
we would have no engineering grounds for refusal. Therefore, our refusal must be 
based on policy grounds, that is, that we have distributing plant and telegraph 
companies have not; we have toll facilities and telegraph companies at times have 
toll facilities available; that we desire all the business we can get and, therefore, 
would not connect with the telegraph companies, permitting them to piece out 
their restricted plant with our complete plant. * * * 

Also in 1927, when high officials of the American Co. had under 
consideration a modification of the policy similar to the one made in 
1936, the opinion was expressed that such a change would result in 
“the building up of competition in the furnishing of broadcasting 
facilities with the resulting impairment in scope of our own business 
along these lines.” 7 

Bell System companies have generally assigned responsibility for 
quality of service and protection of Bell System financial interests 
and plant as reasons for the effectuation and continuance of the policy. 

Prior to the change in policy in 1936, Bell System companies gener- 
ally declined to furnish circuits to broadcasting companies which con- 
templated making interconnections with circuits of others. Excep- 
tions have been made for broadcasts of great public interest and in 
cases where adverse public relations would result by a denial of circuits. 

Contracts between broadcasters and Bell System companies contain 
provisions that the interconnections of the circuits furnished under the 
contracts with circuits of others authorize the Bell companies to dis- 
continue the use of Bell System circuits. Prior to the filing of tariffs 
covering program transmission service, Bell System companies relied 
on the enforcement of this contractual provision to prevent intercon- 
nections of their facilities that had been installed. Since the filing of 
tariffs incorporating the prohibitions against interconnections, Bell 
System companies have informed broadcasting companies which con- 
templated or made interconnections that such a practice violated their 
filed tariffs and therefore could not be countenanced. 

Exceptions to the policy of prohibiting interconnections between 
Bell and non-Bell facilities were disclosed from an examination of Bell 
System files. 8 These exceptions involved interconnections of local and 
long-distance Bell facilities with local and long-distance facilities of 
other wire-using companies and with privately owned facilities, both 
prior and subsequent to the filing of tariffs prohibiting such intercon- 
nections.. Service over the interconnected facilities, in some instances, 
was in violation of a specific prohibition in the tariff on file with the 
Federal Communications Commission. 

Other practices . — The investigation undertook the examination of 
other practices to which broadcasters had expressed objection. These 

r Exhibit 289. p. 162. 

> Exhibit 280, pt. V. 
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practices were made the subject of a questionnaire which was sent to 
all licensed broadcast stations. Shortly after the information re- 
quested by the questionnaires was received by the Commission, but 
prior to its presentation in the record, the Bell System companies 
modified certain of these practices and made other revisions. Speci- 
fically, the revisions relate to measuring interexchange circuits mileage 
on an air-line basis instead of a circuit-mileage basis, connection 
charges, minimum periods for highest-grade continuous service, and 
interconnection of different types of services. It is estimated that 
these revisions will result in annual savings to broadcasters of $530,000.® 

Present position of Bell System in furnishing wire facilities — The 
attainment of the present dominant position of the Bell System in the 
field of program transmission is a natural result of its ownership of the 
most extensive Nation-wide communication network and its knowledge 
of the effective methods of sound transmission, gained through its 
experience in the operation of a telephone system and its research 
activities. 

The Bell System’s position in this field is apparent, when a com- 
parison is made between its revenues from this source and the number 
of miles of circuits it furnishes broadcasters, and the revenue obtained 
and the number of miles of circuits furnished by the telegraph com- 
panies which also furnish program-transmission service. 

Bell System gross revenue from furnishing wire facilities to broad- 
casters totaled approximately $5,500,000 during 1935. The Western 
Union Telegraph Co. and the Postal Telegraph-Cable Co., which also 
lease circuits to broadcasters, derived revenues from this source during 
1935 in the amounts of $10,754 and $18,865, respectively. 

On March 31, 1936, the Bell System was furnishing to National 
Broadcasting Co., Inc., and Columbia Broadcasting System, 24,949 
and 17,217 circuit-miles of radio channels, respectively. In addition, 
it was furnishing to the other stations not associated with these two 
chains many hundred miles of circuit. In contrast, Postal Telegraph- 
Cable Co. was furnishing 3,369 circuit-miles of radio channels to 
broadcasters on August 6, 1936, whereas Western Union was furnish- 
ing only a little more than 300 miles of wire circuits for this purpose 
on July 29, 1936. These figures, although not strictly comparable as 
to date, are indicative of the relative positions of the Bell System and 
the telegraph companies in the field of radio transmission. 

Bell System tariffs provide for various grades of program-transmis- 
sion service. The charge for the lowest of these grades exceeds the 
charge made by the telegraph companies for leased telephone circuits 
which are, to a limited extent, usable for program-transmission service. 
Except in those instances where Bell System facilities are not avail- 
able, the only apparent purpose in desiring the facilities of other car- 
riers is the offer by the other carriers of a much lower rate for a usable, 
although possibly not a comparable, facility. 

Summary. 

By reason of the 1920 cross-license agreement between the American 
Co. and General Electric Co. (extended in part to Radio Corporation 
of America, Westinghouse Electric & Manufacturing Co., and 
others composing the radio group), the Bell System asserted rights 
to manufacture, use, lease, and sell broadcast transmitting equip- 

1 Federal Communications Commission's Annual Report for the Year 1937. p. 90. 
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ment, and furnish wire facilities used in connection with radio 
broadcasting, subject only to the radio group's right to erect and 
operate broadcast stations. The extensive rights asserted by the 
Bell System were contested by the radio group. The arbitration 
proceedings resulting therefrom indicated that the American Co. 
rights were not as extensive as asserted (November 1924), and the 
tentative determination was unsatisfactory to both groups. A new 
cross-license and other agreements, therefore, were executed between 
the parties, wherein the American Co. received, among other grants 
exclusive patent licenses under the patents of both parties to furnish 
wire facilities to broadcasters, subject to certain exceptions, and non- 
exclusive licenses to manufacture, use, lease, and sell broadcast trans- 
mitting equipment. The radio group, among other grants, received 
nonexclusive patent licenses to manufacture, lease, use, and sell 
broadcast transmitting equipment (July 1926). Bv complementary 
agreements, the American Co. sold its broadcasting business to Radio 
Corporation of America, and agreed to refrain from such activity or 
be subject to large monetary and other penalties and to furnish 
R. C. A. what wire services it needed in connection with its broad- 
casting activities. This allocation of broadcasting activities between 
the two groups has continued to date. 

During the period 1920-26 the Bell System erected and operated 
broadcast stations, established a broadcast chain, manufactured and 
sold broadcast-transmitting equipment, and furnished wire facilities 
to other broadcasters. In conducting the latter activity, it formulated 
and effectuated policies restricting the use of wire facilities to protect 
and encourage its own broadcasting activities and to protect its 
patent position. 

Since July 1926, when the Bell System sold its broadcasting busi- 
ness to the radio group, it has limited its broadcast activities to the 
furnishing of wire facilities to broadcasters. By reason of its patent 
position, its extensive wire networks, and the policies adopted, the 
Bell System has attained a virtual monopoly in the furnishing of 
Nation-wide program transmission services. It has also continued 
the manufacture and sale of broadcast-transmitting equipment 
through Western. 

Prior to the enactment of the Communications Act of 1934, the 
Bell System successfully avoided any commitment that the furnishing 
of wire services to broadcasters was a part of its public service under- 
taking. 
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CHAPTER 14 

NONCOMMUNICATIONS ACTIVITIES 1 

The Bell System, in addition to its primary function of furnishing 
telephone service, is engaged in various noncommunications fields. 
The activities of the Bell Svstem in these noncommunications enter- 
prises are derived principally from technical and scientific research 
directed toward the communications art, which has resulted in the 
development of patents and technique applicable to a wide range of 
uses in the commercial, industrial, entertainment, scientific, and 
educational fields. Similarly, in the cross-licensing agreements with 
the radio group and other license-exchange agreements, the Bell 
System was the recipient of patent rights in fields not strictly relating 
to communications/ The research activities of the Bell System, as 
well as the costs thereof allocable to the various phases of research, 
have been discussed in chapter 7. 

In general, the Commission's study of noncommunications, by- 
products activities of the Bell System, was limited to an investigation 
of Electrical Research Products, Inc. (E. R. P. I.). This summary 
of the policies and practices of this company will be limited to the 
sound-motion-picture field, because therein are contained basic non- 
communications policies of the Bell System and those of great finan- 
cial import. The sound and motion-picture activities of the Bell 
System are in a competitive field, as the radio group was the recipient 
of patent licenses by virtue of the cross-license agreements to exploit 
this field. 8 Some of the other noncommunications fields in which 
the Bell System is operating, has operated, or has granted licenses 
to others, are as follows: 

1. Public address, phonograph, and radio distribution systems. 

2. Radio receiving sets. 

3. Acoustic engineering apparatus. 

4. Watch rate testing ana adjusting. 

5. Race-timing apparatus. 

6. Aids to hearing. 

7. Electrosurgical knives and other medical equipment. 

8. Photoelectric cell applications. 

9. Electric sound recording and reproduction. 

Exploitation of Byproducts by the Western Electric Co* 

# Prior to 1925, the exploitation of Bell System byproducts in domes- 
tic commercial fields was carried on by Western. 4 Western's elec- 
trical supply business had assumed such proportions by 1925 that 

* For detailed development of this subject, see exhibits 1946-A-B-C. 

• See ch. 8. pp. 226-232. 

•Ibid. 

• See ch. 1, sec. 3. 
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Graybar Electric Co. was organized to take over certain of its dis- 
tributing activities, particularly apparatus manufactured by Western 
and distributed through Western's supply department to the supply 
trade. Numerous activities, particularly licensing arrangements, 
were excluded in the contract with Graybar among which was the 
exploitation of apparatus for recording and reproduction of sound in 
coordination with motion pictures. 

Western originally undertook the exploitation of sound motion 
pictures through promoters. 6 Its negotiations with them culmi- 
nated in the organization of the Vitaphone Corporation (Vitaphone). 
This corporation was organized by other interests 6 for the express 
purpose of entering into an agreement with Western for licenses to 
engage in such field. An agreement was executed between Western 
and Vitaphone on April 20, 1926. Broadly stated, the agreement 
provided that Vitaphone was to receive an exclusive license for the 
exploitation of Western sound-motion-picture equipment, and was 
to act as the licensing agency of Western; that is, Vitaphone was to 
have the responsibility of negotiating license agreements for the use 
of Western equipment with producers and exhibitors of motion 
pictures. 

Organization of Electric Research Products, Inc. 

Electrical Research Products, Inc., was incorporated on December 
20, 1926, as a wholly owned subsidiary of Western Electric Co. for 
the exploitation of commercial fields outside of the telephone business. 

The scope of E. R. P. I. operations is set forth in a contract between 
Western and E. R. P. I. dated December 30, 1926, by which E. R. P. I. 
was to purchase, subject to limitations, that portion of Western's 
business, together with patent licenses, contracts, and goodwill 
relating thereto, distinct from its Bell System business, its Graybar 
business, its business with International Telephone and Telegraph 
Corporation or International Standard Electric Co., and its business 
in Canada and Newfoundland. The purchase included patent licenses 
in connection with sound motion pictures and the license agreement 
with Vitaphone. 7 E. R. P. I.'s principal activity “has been the 
granting of licenses and the furnishing of equipment and technical 
service m connection with talking pictures." 8 

E. R. P. I. Relations With Major Motion Picture Producers. 

Vitaphone, acting under the exclusive license from Western dated 
April 20, 1926, issued one sublicense agreement, dated December 31, 
1926, to the Fox-Case Corporation. Five of the larger motion-picture 
producers, 9 however, decided in February 1927 to postpone for 1 year 
action on the introduction of the new art unless negotiations therefor 
were collectively conducted, because of the legal, technical, and 
financial questions involved, and appointed a committee to study the 
desirability of the different equipments available. 

Even prior to E. R. P. I/s incorporation, the relationship with 
Vitaphone became unsatisfactory to Western. Shortly after its 

• See exhibit 1946-B, p. 160. 

• Walter J. Rich, a promoter, and Warner Bros. Picture Co. 

7 See exhibit 1946-A, ch. 5. 

■ Memorandum by President Gifford, dAted March 17, 1936, exhibit 1-1 (p. 5, exhibit 1946- A). This 
memorandum is contained in the record of Federal Communications Commission Special Investigation 
Docket 1, as exhibit 1417. 

• Paramount- Famous Lasky Corporation, Firnatone Corporation ( First National Pictures Corporation) 
United Artists Corporation, Universal Pictures Corporation, and Metro-Goldwyn Pictures Corporation. 
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formation, E. R. P. I. began negotiations with Vitaphone with regard 
to terminating the latter’s exclusive license agreement which was con- 
summated by three agreements of May 18, 1927. The Bell System 
thereby regained the exclusive right to market and service Western 
sound equipment. Vitaphone became a licensee of E. R. P. I., as 
did the Fox-Case Corporation. 

After the expiration of the agreement of February 17, 1927, be- 
tween five of the larger producers to postpone adoption of sound 
pictures for 1 year, E. R. P. I. granted licenses to these companies. 10 
By means of contractual letters executed simultaneously with the 
recording licensees, the producers agreed to install Western repro- 
ducing equipment in all theaters under their control or in which they 
had an interest. Similar license agreements were executed with other 
motion-picture producers. 11 

As a result of these negotiations with the major motion-picture 
producers, the Bell System secured exclusive contracts with 90 per- 
cent of the film-producing industry. It also gave the Bell System a 
dominant position in the furnishing of sound-reproduction equipment. 
On December 29, 1928, there were 95 theaters using sound-reproduc- 
tion equipment not manufactured by Western as against 1,046 
theaters using Western’s equipment. 

E. R. P. I.’s Trade Policies and Practices. 

The license agreements with the major motion-picture producers 
were executed after the producers had investigated the possibilities 
of securing satisfactory equipment and service from all available 
sources, and had determined that E. R. P. I. offered the best possibility 
for the successful exploitation of sound motion pictures by the pro- 
ducer at that time. There were no competitors in the field at that 
time in the sense that they had equipment, organization, and facilities 
available to supply a large market or service the equipment after it 
had been installed. The execution of these agreements assured 
E. R. P. I. of a substantial advantage over any potential competitor 
in the business of supplying recording and reproducing equipment to 
the motion-picture industry. They assured E. R. P. L as of the date 
of their execution, of a major share in the revenues to be derived from 
supplying sound-recording equipment and the major portion of any 
royalties resulting from the use of such equipment. In connection 
with the producer license agreements, E. R. P. I. also was able to 
introduce into exhibitor contracts provisions which were comple- 
mentary to those contained in the producer license agreements. 

Recording and reproducing equipment manufactured by Western 
was furnished by E. R. P. I. on a lease basis, and many restrictions 
were placed on the use of the equipment. E. R. P. I. guaranteed its 
licensees against loss from infringement suits. Licensing contracts 
have been subject to revision and change throughout E. R. P. I.’s 
exploitation of the motion-picture field. More particularly will those 
clauses of the license contracts be discussed which have been the focal 
points of control, conflict, and litigation. In discussing these salient 
provisions of the licensing agreements, no attempt wul be made to 
evaluate questions of legality or illegality. 

10 Producer license agreements were negotiated with four of these producers on Mav 11, 1928. Universal, 
the fifth producer, executed a license contract on July 18, 1928. 

11 Hal Roach Studios, on May 18, 1928- Christie Film Co., oj June 20, 1928; Columbia Pictures Corpora- 
tion, on September 25, 1928; Fox Film Corporation, on November 14, 1930 (effective May 11, 1928); and 
Fox HearstCorporation, on November 14, 1930 (effective May 11, 1928). 
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Among the significant types of provisions are: (1) Those limiting* 
the combination of Western recorded films with non- Western repro- 
ducing equipment or non-Westem recorded films with Western 
reproducing equipment, which provision gave rise to the issue of non- 
interchangeability; (2) those provisions relating to the collection of 
royalties, which later gave rise to controversies with E. R. P. I. com- 
petitors and motion picture producers’ licensees regarding double 
royalties; (3) those provisions in motion picture exhibitors’ licenses 
requiring that servicing of equipments and supply of repair and 
replacement parts be furnished exclusively by E. It. P. I. These 

E ro visions were the source of extended controversy and litigation 
etween E. R. P. I. and exhibitors, and E. R. P. I. and competitors. 
The Bell System has contended that the inclusion of those provisions 
in the license contracts have been necessary to assure efficient opera- 
tion of the equipment. 

NonintercharigeabiLity . — Under the provisions of the earlier recording 
and reproducing licenses, the licensees were expressly prohibited, on 
the one hand, from making Western sound records available to theaters 
that had installed reproducing systems not of Western manufacture, 
and, on the other hand, from exhibiting on Western reproducing 
apparatus pictures not recorded by Western equipment. 

The contracts negotiated with the major producers in May 1928 
contained the following restrictive clause: 12 

* * * Licensee agrees that it will use the recording equipment to be leased 

to it by Products as herein provided, pursuant to the methods and systems and in 
the manner prescribed by Products from time to time, and that it will distribute 
sound records made hereunder only for use with, on, or in connection with repro- 
ducing equipment which operates properly, reliably, and efficiently to reproduce 
sound from sound records made hereunder, with adequate volume and of quality 
equal to that obtained by the use of equipment supplied by Products. 1 * 

Exhibitor contracts contained a parallel clause, reading as follows: 14 

2. * * * the exhibitor shall not * * * operate, use, or employ the 

equipment ij any manner in conjunction with any sound record not made under 
license from Products for such use, unless such sound record is of such character 
that the equipment will opeiate properly, reliably, and efficiently to reproduce 
sound from such sound record with accuracy of quality and adequacy of volume. 

Although in structure the clauses concerning interchangeability 
in the recording and reproduction contracts differed materially from 


in the recording and reproduction contracts differed materially from 
that in the early Vitaphone contracts, their administration inaicated 
no change of intent. E. R. P. I. did not clearly define what was meant 
by the phrase “which operates properly, reliably, and efficiently to 
reproduce sound from sound records with adequate volume and of 
quality equal to that obtained by the use of equipment supplied by 
Products.’’ No provision was made for the test to be applied in 
determining “equal quality and adequate volume” or tne party 
responsible for applying it. The omission of such recitals resulted 
in uncertainty for producers and exhibitors, since an interpretation 
of the agreement unacceptable to E. R. P. I. might result in a breach 
of contract and loss of license. There is no evidence to indicate that 
any effort was ever made on the part of E. R. P. I. to enforce the non- 

it Ree exhibit 304A, Recording License Agreement between Electrical Research Products, Inc., and Metro* 
Ooldwyn Pictures Corporation, dated May 11, 1928. Contracts with other major producers contained 
similar provi .ions. 

11 “Products” refers to E. R. P. I. 

u See exhibit 1630, Form 2S3-TS. Exhibitor license agreements containing this provision were executed 
In the months immediately following January 1928. Later, in the same year, Form 288-T8 (exhibit 16&L 
was used, which altered the clause so that it was no longer required that records should be tested by E. R. P. I. 
prior to use, but placed upon the exhibitor, in the first instance, the burden of testing the records tor 
accuracy of quality and adequacy of volume. 
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interchangeability clauses of the exhibitors’ contracts. The presence 
of these clauses in the early contracts with exhibitors may have oper- 
ated to limit the distribution and exhibition of films produced on non- 
E. R. P. I. equipment. However, the statistics available indicate 
that the effect was negligible, since the distribution of pictures pro- 
duced with E. R. P. I. equipment to theaters using non-E. R. P. I. 
equipment was substantial almost from the beginning, as shown in 
the decision of the district court in the case of General Talking Pictures 
Corporaiion v. American Telephone and Telegraph Co. (18 Fed. Sup. 
pp. 650, 661). 

At first E. R. P. I. licensees were not greatly concerned by the ques- 
tion of interchangeability, since there was a limited amount of com- 
peting equipment in operation and a small number of films made on 
competitive equipment in circulation. As the industry grew, more 
non- Western recorded films and competitive equipment appeared. 
As E. R. P. I. producer-licensees were interested in obtaining the 
widest possible distribution of their films, and E. R. P. I. exhibitor- 
licensees were desirous of acquiring films in the largest possible market, 
the question of interchangeability became important. E. R. P. I., 
however, refrained from making a positive declaration as to its position 
with reference to combining Western-recorded pictures with com- 
petitive reproducing equipment. 

The Radio Corporation of America, the major competitor of the 
Bell System in the sound-motion-picture-equipment field, led in the 
attempt to obtain a definite statement from E. R. P. I. concerning this 
question. E. R. P. I., however, remained noncommital. R. C. A. 
felt that there should be no question about interchanegability between 
its equipment and that of E. It. P. I. Both R. C. A. and the American 
Telephone & Telegraph Co. were parties to the 1926 cross-licensing 
agreement which licensed each party under all the patents of both 
groups to manufacture, use, lease, and sell the apparatus involved. 11 
R. C. A. even went so far as to threaten suit against the Bell System. 
Paul D. Cravath, of the law firm of Cravath, De Gersdorff, Swaine & 
Wood, attorneys for the R. C. A., wrote to Walter S. Gifford concern- 
ing E. R. P. I.’s administration of the noninterchangeability provision 
as follows: 16 

We regard such practices as unlawful, but before instituting legal proceedings 
feel that it is only neighborly that we should ascertain at headquarters whether 
our information is correct. 

Subsequent to this letter a conference was held with producer- 
licensees. As the result of this conference, E. R. P. I., in December 
1928, agreed that the producer-licensees could distribute productions 
for reproduction on any equipment which, in the producer’s judgment, 
gave results of satisfactory quality; but if they found, or E. R. P. I. 
demonstrated to them, that the quality was not reasonably up to the 
standard set by the Western sound system, then they would refuse 
distribution. 

Although there appeared some indefiniteness after this settlement 
as to the meaning of the noninterchangeability provision of the license 
contracts, the amendment seemed to end its effectiveness against 
competitive equipment. In this connection it is significant to com- 
pare Western and non-Westem installation of exhibitors’ equipment 
at the end of 1928 and 1929. On December 29, 1928, there were 1,046 

i* See oh. 8. 

»• Letter dated October 17, 1028, from Paul D. Cravath to Walter S. Gifford, exhibit 382. 
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Western installations and 95 non-Westem installations; whereas a 
year later there were 3,267 Western installations and 4,926 non-Westero 
installations. 

In agreements negotiated with exhibitors subsequent to November 
1932, and in the new license agreements executed by E. R. P. I. with 
major producers in 1934 and 1935, the interchangeability provisions 
were omitted. 

Royalties . — The second focal point of disaffection and complaint 
concerned the royalty provisions in the producer contracts. Again, 
R. C. A. was the spearhead in the attack on this provision, which 
read as follows: 17 

Section 1 . * * * (b) In addition to the specific compensation and pay- 

ments otherwise provided in this agreement to be made by licensee to Products, 
licensee shall (where sound records produced or distributed by licensee or its asso- 
ciated companies are made with the use of any of the technical information sup- 
plied by Products hereunder or by or with any equipment method, or system 
covered by any of the patents or embodying any of the inventions in respect of 
which any licenses are herein granted or agreed to be granted to Licensee) pay to 
Products the following royalties: 

In substance, this clause provided that the producer-licensee must 

E ay royalties to E. R. P. I. for sound records produced or distributed 
y it which were made (1) with the use of tecnnical information sup- 
plied by E. R. P. I. or (2) with any equipment, method, or system 
covered by any patent or embodying any of the inventions under 
which licenses were granted by E. R. P. I. to its licensees. 18 The 
provision was applied to recordings by R. C. A. equipment, even 
though under the 1926 cross-licensing agreement, both R. C. A. and 
E. R. P. I. were authorized to license the use of their respective equip- 
ment under all the patents of the radio group and the Bell System. 

The manner in which this clause operated, causing the payment of 
double royalties to E. R. P. I. as well as its effect on R. C. A. is illus- 
trated in the following circumstance: In the early part of 1930 one 
of R. C. A. producer-licensees distributed a picture through an 
E. R. P. I. producer-licensee. E. R. P. I. demanded of the latter a 
payment of royalty on the production. As a result of such demand, 
the E. R. P. I. licensee withheld moneys from the R. C. A. licensee. 
Thereafter, the R. C. A. licensee informed R. C. A. of the demand. 
R. C. A. agreed to reimburse its licensee for any payments to E. R. P. I. 
up to the amount of R. C. A. royalty on the production. R. C. A. 
also adopted the policy of giving indemnity agreements to licensees 
of E. R. P. I. that distributed R. C. A. recorded pictures. 

R. C. A. charged that E. R. P. I.’s administration of the provision 
of its contracts was unjustified and illegal, and intimated that R. C. A. 
would be forced to file suit unless remedial action were taken. After 
a great deal of bickering by both sides, E. R. P. I. agreed to permit 
its licensees to distribute films produced on R. C. A. equipment with- 
out the payment of additional royalties to E. R. P. I. This under- 
standing was incorporated in the 1932 cross-licensing agreement. 

Such settlement, however, was silent on the E. R. P. I. producer- 
licensee^ right to record on R. C. A. equipment without being liable 
to E. R. P. I. for additional recording royalties. There is very little 


17 Metro-Goldwyn Pictures Corporation agreement, dated May 11, 1928, exhibit 304-A. 

11 One reason for the insertion or such royalty clause in E. R. P. I.’s first license agreements with major 
producers was the protection of E. R. P. I.’s royalty situation: “• * * one reason for the use of this clause 
was to protect our royalty situation so that producer-licensees would not be able to secure licenses from 
others, including R. C. A. which would permit them to record through a separate company which might 
pay a royalty substantially less than that received by us from our licensees and use the present producers* 1 
licensees, and their organisation as a distributing agency • • •.** Memorandum for file, by E. J. 
Moriarty, dated December 3, 1930, exhibit 1689. 
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evidence before 1935 that E. R. P. I. licensees, R. C. A., or other com- 
petitors, were materially concerned with this question. In May 1935 
It. C. A. delivered to E. R. P. I. a draft of a bill of complaint against 
American Telephone & Telegraph Co., Western, and E. R. P. I. in 
which R. C. A/s demand for relief requested an adjudication that 
E. R. P. I. license contracts were illegal and void as violative of the 
Sherman Antitrust and Clayton Acts. 

Following this threat of litigation, E. R. P. I. on October 10, 1935, 
sent letters to its producer-licensees waiving additional royalties by 
reason of such licensees producing sound records by the use of licensed 
equipment supplied by others than E. R. P. I. As interpreted by 
R. C. A., this waiver was limited to cases in which the sound record 
is produced solely with equipment supplied by others than E. R. P. I. 
After further negotiation, R. C. A. and E. R. P. I. formally executed 
an agreement waiving the requirements of the payment of additional 
royalty by their respective licensees on account of the patent license 
of, or information furnished by, the other party to the agreement. 
In view of this agreement, it is significant to note that in 1936 Warner 
Bros., Fox Film Co., and Columbia Pictures Corporation installed 
R. C. A. recording channels to supplement their Western equipment. 

Service , repair, and replacement parts . — The third point of conflict 
concerned E. R. P. I/s policies and practices in servicing equipment 
and furnishing repair and replacement of parts. The servicing of 
equipment was of significance in the reproduction field, because the 
initial E. R. P. I. exhibitor contracts provided for compulsory servic- 
ing. Servicing of recording equipment was not mandatory, but was 
rendered upon request. 

From 1927 to 1934 exhibitor contracts executed by E. R. P. I. pro- 
vided for compulsoiy periodical inspections and minor adjustments 
in equipment at a schedule of weekly charges fixed from time to time. 
E. R. P. I. did not set forth with any degree of definiteness or clarity 
its obligations in regard to furnishing service. Exhibitors vigorously 
protested the provisions of their contracts requiring compulsory serv- 
ice, particularly the charges for service. It was not until early in 1933, 
however, that a change in the provisions of exhibitor contracts oc- 
curred. On February 8, 1933, E. R. P. I. made available to its record- 
ing licensees a supplemental agreement, which would relieve them of 
compulsory servicing after the expiration of 2 years, on the condition 
that all charges payable under the original license agreement had been 
dischareed by that date, hi 1935 two new types of service contracts 
were offered, neither of which provided for compulsory servicing. 

The yearly average number of theaters serviced by E. R. P. I., its 
yearly gross operatmg revenue and net profit, and yearly average 
service revenue per week, are shown in the following tabulation: 


Year 

Aver- 

age 

theaters 

serviced 

Gross rev- 
venue 

Net profit 

Yearly 

aver- 

age 

revenue 

per 

theater 

per 

week 

Year 

Average 

theaters 

serviced 

Gross rev- 
enue 

Net profit 

Yearly 

aver- 

age 

revenue 

per 

theater 

i 

461 
2,101 
4 , 122 
5,109 
A 457 


$70,000 

125.000 

1. 103. 000 

905.000 

1.062.000 

$40.34 
30. 86 
25.80 

19.03 

17.03 

1933 

1934 

1935 

1936 » 

5, 234 
5,168 
4,740 
4,571 



I 


* First 8 months. * Before interest and reserve requirements. 
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From the above tabulation it is apparent that operating revenues 
and profits substantially declined in 1935 and the first half of 1936 after 
the introduction of optional service. 

The first E. R. P. I. exhibitor contract forms provided that all addi- 
tional or renewal parts should be obtained from E. R. P. I. at prices 
it might establish from time to time. In addition, the contracts pro- 
vided that E. R. P. I. might determine the need for additional or 
renewal parts. 

Exhibitors made many complaints concerning the high prices 
charged by E. R. P. I. for both repair and replacementparts and as to 
the quality of vacuum tubes supplied by E. R. P. I. The reasonable- 
ness of these complaints were admitted by E. R. P. I. in its inter- 
organization correspondence. The burden of high prices and poor 
quality was placed directly on Western and Bell Laboratories. 

Exhibitors resorted to the use of competitive parts. By 1930 the 
use of competitive parts caused serious inroads on E. R. P. I.’s revenue. 
Further, it became apparent to E. R. P. I. in 1931 that it could not 
rely on the provisions of its contracts to require exhibitors to buy their 
repair and replacement parts from it. 

In May 1932 a new exhibi tors’ form was introduced which did not 
contain requirements that the exhibitor must procure from E. R. P. I. 
all spare, additional, and replacement parts. The new contract did 
provide that E. R. P. I. would furnish parts and repairs ordered by 
exhibitors, and if the exhibitor ordered other than E. R. P. I.’s parts, 
the exhibitor waived any claim against E. R. P. I. with respect to the 
operation of the equipment. Further, this new contract provided that 
if break-downs were occasioned by reason of the use of non-E. R. P. I. 
parts and E. R. P. I. was requested to make repairs, the exhibitor 
should pay $35 per day per man, plus transportation, for such service. 

E. R. P. I.’s gross revenue from this business in 1930 was $1,627, 000- 
In 1931 it declined to $857,000, and in 1932 it further declined to 
$293,000. Such operations in 1932 resulted in a loss of $60,000, or 
20.5 percent of the gross revenue. 

In 1933 E. R. P. I. inaugurated a new policy under which it agreed 
to furnish repair and replacement parts for Western equipment at a 
stated weekly sum, conditioned on the exhibitor using E. R. P. I.’s 
servicing arrangement then in effect. The results obtained from these 
new contracts were substantial. E. R. P. I. was able to reduce its 
loss on repair and replacement activities from $144,000 in 1933 to 
$12,000 in 1934, and succeeded in showing a profit of $83,000 in 1935. 

In December 1937 E. R. P. I. sold to the Altec Service Corporation 
(organized by former employees of E. R. P. I.) all of its contracts for 
servicing theater equipments and its contracts for fu rnishin g repair 
and replacement parts on an annual fee basis. 19 

Litigation regarding trade policies and practices . — The provision of 
E. R. P. I.’s contracts with sound-motion picture producers and exhibi- 
tors and the administration of certain of these provisions have given 
rise to litigation between producers, exhibitors, and manufacturers 
of sound recording and reproducing apparatus and parts, on the one 
hand, and E. R. P. I., Western, and tne American Co., on the other. 

In 1936 there were pending against E. R. P. I. a number of suits 
brought by motion-picture producers and exhibitors to test the validity 

*• Letter dated February 9, 1938, and attachments, from John H. Ray, counsel, American Telephone a 
Telegraph Oo., to the Federal Communications Commission. 
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of the restrictive provisions in E. R. P. I.’s contracts under section 16 
of the Clayton Antitrust Act. The total damages sought in all the 
suits was approximately $175,000,000. Since that date two of these 
suits s involving more than half of the total alleged damages, have been 
dismissed as to Western and the American Co. and decided in favor of 
E. R. P. 1., the sole remaining defendant. Eighteen additional suits 
have been settled on a nominal basis in relation to the demands 
asserted in the complaints. 

On January 16, 1937, a decision was handed down in the case of 
General Talking Picutres et al. v. American Telephone and Telegraph 
Co. et al., by the Hon. John P. Nields, judge for the United States 
District Court for the District of Delaware, wherein it was held that 
after the promotional period the so-called equality (noninterchangea- 
biUfcy) clause and the repair and replacement clause were in violation 
of antitrust acts and were not enforceable by E. R. P. I., but injunc- 
tive relief was denied by reason of the practical abrogation or modifica- 
tion of these policies. The decision, m part, is as follows: 80 

It is axiomatic that there is no unlawful restraint of trade when there is no 
trade. It is equally true that there is no unlawful restraint of trade in studio or 
theater equipment when there is no competing equipment of adequate efficiency 
on the market. Equipment lacks adequate efficiency if it occasions or threatens 
break-do wns. This was the condition of the market when the *' ‘equality clause' 1 
and the “repair and replacement clause" were first used in Products' licenses and 
leases. These clauses were essential to start the industry. Then they were not 
unlawful restraints of trade. 

******* 

Upon the whole record the court finds that Products’ licenses and leases made 
in the research and promotional period of the industry were not, and are not, illegal 
and void ab initio. The “equality clause" and the “repair and replacement clause" 
embodied in licenses and leases during the commercial period are illegal and void. 
In view of the practical abandonment of these clauses at the time of the hearing 
of these suits no injunction will issue in either suit. As to these clauses in licenses 
and leases now outstanding, the present holding of the court that they are void 
and of no effect should advise the trade that no damage or threatened injury can 
arise therefrom in the future. But the court will retain jurisdiction of these cases 
for the purpose of taking such other action or adding to its decree such relief as 
may become necessary and appropriate should any attempt be made by Products 
to enforce such clauses. 

Apparent change in Bell System policy. — It appears from the decision 
of the court, 21 that E. R. P. I. had for several years prior to 1936 made 
no attempt to enforce the provisions of its contracts with producers 
and exhibitors relating to noninterchangeability and repair and re- 
placement parts. 

E. R. P. I., by a contract dated December 4, 1937, transferred to 
the Altec Service Corporation (a corporation organized by former 
employees of E. R. P. I.) its service agreements relating to the render- 
ing of service and the furnishing of parts in connection with sound- 
reproducing equipment. Altec, according to this agreement, is to 
take over certain of E. R. P. I.’s offices, testing equipment, and sound 
reproducing equipment parts, and is to act as E. R. P. I.’s aeent in 
eollecting unpaid capital charges on equipment leased for which com- 
pensation has not been received by E. K. P. I. 22 

In September 1937 E. R. P. I. granted to General Theatres Equip- 
ment Co. and Motiograph, Inc., nonexclusive patent licenses to manu- 

* 18 Fed. Supp. 660. 

*» See Ibid. 

» See p. 408 and note. 
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facture, or to have manufactured, lease, and sell, sound motion picture 
reproduction apparatus. 23 

It thus appears that the effect of the new arrangements made in 
1937 will be to remove the Bell System and its subsidiaries from direct 
activity in the manufacturing, sale, and servicing of sound motion-pic- 
ture equipment, but the Bell System will, however, retain its position 
as licensor of the applicable patents owned by it. 

E. R. P. I.’s Financial and Promotional Activities* 

The primary interest of the Bell System in the motion-picture in- 
dustry has been in the revenues derived from the supply of recording 
and reproducing apparatus used in the production and exhibition of 
sound motion pictures. It has not sought to build up an ownership 
or equity interest in the industry as an end in itself. In those instances 
in which it has acquired an ownership interest, or a creditor position, 
other than those arising out of the equipment business, the action has 
been for the purpose of promoting or retaining its hold on the apparatus 
market. The use of its creditor interest, and the acquisition of addi- 
tional creditor or ownership interests not arising directly out of its 
main business, have been to complement and extend its other efforts 
to dominate the apparatus market. 

E. R. P. I.'s financial and promotional activities were conducted 
through various agencies, principally Exhibitors Reliance Corpora- 
tion, Eastern Service Studios, Inc., Audio Productions, Inc., General 
Service Studios, Inc., and E. R. P. I. Picture Consultants, Inc. The 
relationship between E. R. P. I. and these companies is discussed 
below. 

Exhibitors Reliance Corporation . — This company was incorporated 
on May 15, 1929, by E. R. P. I. and Commercial Credit Corporation 
(through its subsidiary, Commercial Alliance Corporation) to relieve 
E. R. P. I. of some of the financing of deferred receivables in connection 
with the lease of sound motion picture equipment. In 1931 E. R. P. I. 
acquired complete ownership. By December 31, 1932, all of its ac- 
counts with E. R. P. I.'s licensee exhibitors were liquidated. Since 
complete acquisition by E. R. P. I., Exhibitors Reliance Corporation 
has engaged in the following additional activities: 

(1) Supply of working capital to E. R. P. I. recordinglicensees ; (2) 
financing of motion-picture productions. Exhibitors Reliance Cor- 
poration was merged into E. R. P. I. in May 1936. 

Eastern Service Studios , Inc . — On October 14, 1929, E. R. P. I. 
negotiated a recording license agreement in the industrial field with 
Audio-Cinema, Inc. Thereafter, on January 7, 1930, E. R. P. I. 
granted Audio-Cinema a license to record in the theatrical field. 
Audio-Cinema's operations were not financially successful. In 1931 
it filed a petition in bankruptcy. E. R. P. I. was its principal creditor, 
A reorganization followed in February 1932 which resulted in the or- 
ganization of Eastern Service Studios as a subsidiary of Audio-Cinema 
to take over the latter’s studio assets. Eastern Service Studio Inc.'s 
entire voting capital stock was pledged to E. R. P. I. as security for 
Audio-Cinema's payment of indebtedness to E. R. P. I. This pledge 
accorded E. R. P. I. the right to purchase the stock of Eastern Service 
Studios. In June 1935 E. R. P. I. exercised its right to purchase the 
stock of the former, and Eastern Service Studios became a wholly 

» Letter dated November 28, 1937, and attachments, from Keith 8. McHugh, assistant vice president 
American Telephone & Telegraph Co., to Federal Communications Commission. 
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owned subsidiary of E. R. P. I. In May 1936 Eastern Service Studios 
was merged with General Service Studios. 

In connection with the various transactions with Audio-Cinema, 
E. R. P. I., in June 1935, through Exhibitors Reliance Corporation, 
acquired Audio Productions, Inc., which, after its incorporation in 
1933, became the sole licensee of E. R. P. I. in the industrial motion 


picture field in New York City. 

General Service Studios, Inc. — This company was organized in No- 
vember 1933 by Eastern Service Studios, Inc., through financial assist- 
ance of Exhibitors Reliance Corporation, to take over studio proper- 
ties of Western Service Studios, Inc. (formerly called Educational 
Talking Pictures Co., Ltd.). In June 1935 General Service Studios. 
Inc., became a wholly owned subsidiary of E. R. P. I. Educational 
Talking Pictures Co., Ltd., was organized by E. R. P. I. as a subsidiary 
of Educational Pictures, Inc., in June 1931 to acquire the latter's 
studio properties and those of Metropolitan Sound Studios, a sub- 
sidiary of tne Christie Film Co., Inc. The latter company became an 
E. R. P. I. licensee in June 1928 and by 1930 was heavily indebted to 
E. R. P. I. and others. 


E. R . P. I. Picture Consultants , Inc . — This company was organized 
in 1931 by Exhibitors Reliance Corporation to render consulting serv- 
ices in connection with the production of motion pictures. It became 
a wholly owned subsidiary of E. R. P. I. in 1932. For the most part 
it has engaged in the promotion and production of educational motion 
pictures. 

Purposes of E . R. P. L } s financial and promotional activities . — 
E. R. JP. I.'s purpose in undertaking the various steps which eventu- 
ally led to its acquisition of studios may be summarized as (1) develop- 
ment of non theatrical business; (2) protection of its creditor relation- 
ship with producer-licensees; (3) provision of adequate studio facilities 
for the use of independent producers of theatrical motion pictures as 
a part of a program to encourage the use of Bell System sound-record- 
ing apparatus to the exclusion of competing equipment; (4) protection 
of its position against competitors in the sound motion picture field ; 
and (5) increase of its revenues through the lease of equipment and 
royalties. Its objectives in motion-picture financing were (1) to 
increase royalty; (2) to lease additional equipment; (3) to assist 
E. R. P. I. licensees; (4) to increase E. R. P. I.'s prestige in the sound 
motion-picture business; and (5) to compete more effectively with 
recording studies equipped with R. C. A. or so-called “bootleg” 
apparatus. 

Picture production financial assistance. — In addition to acquiring 
and operating the studios, as described in the preceding subsections 
E. R. P. I., in June 1932, with Western's approval, set up a fund of 
$500,000 to finance the production of pictures. The fund was in- 
creased to $650,000 on May 24, 1933, and to $800,000 in June 1933. 24 
Financing activities were carried on by Exhibitors Reliance Corpora- 
tion, under contracts designed to afford E. R. P. I. ytmost protection, 
in return for which charges covering interest, commission, expenses, 
etc., but not including any costs incurred because of overages, were 
confined to 1 percent per month, with no speculative interest in profits 
of productions. 


*4 In April 1032 Exhibitors Reliance Corporation had $725,000 in idle funds. 
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By January 23, 1935, Exhibitors Reliance Corporation and 
E. R. P. I. had furnished financial assistance for the production of 
13 feature-length productions released through major producers: 
20 feature-length pictures and 102 short subjects made by Educational 
Films Corporation or its subsidiaries; 26 industrial shorts produced by 
Wilding Picture Productions, Inc. ; 16 industrial shorts and 34 “Musical 
Moods” produced by Audio Productions, Inc.; and 29 short subjects 
made at Eastern Service Studio. 

E. R. P. I. Picture Consultants, Inc., in cooperation with the 
University of Chicago and Yale University, has produced and retained 
sole title to 59 so-called educational pictures concerning physical 
science, plant life, etc. E. R. P. I. has also produced 18 pictures 
depicting the development of sound as applied to motion pictures. 

Total advances made by Exhibitors Reliance Corporation through 
December 31, 1935, amounted to approximately $4,000,000, of which 
almost $900,000 was outstanding on that date. 

Results of E. R. P. I.’s financial arid promotional activities . — Revenues 
earned by E. R. P. I. to December 31, 1935, in connection with motion- 
picture activities, included royalties in the amount of $397,851 and 
interest on advances totaling $327,399. 

The operating results of the principal companies through which 
E. R. P. I. conducted its financial and promotional activities are set 
forth in the following tabulation: 



Profit 

Loss 

General Service Studios, Inc 


1 $345, 701 
i 821,230 
1 154,024 
>706,238 

Eastern Service Studios! Inc 


Audio Productions, Inc 


E. R. P. I. Picture Consultants, Inc 


Exhibitors Reliance Corporation, Inc 

>$515,482 




1 For years 1983-35, inclusive. 

* Feb. 11, 1931, to Dec. 31, 1935. 
1 May 1929, to Dec. 31, 1935. 


Although four of these companies operated at a loss, their activities 
in this field produced additional revenues in the form of royalties and 
interest on advances, and they obtained the business of independent 
producers and maintained facilities for the production of industrial 
films. 

On the competitive side, E. R. P. I. executives made the claim in 
September 1933 that the “successful” operation of Eastern Service 
Studios, Inc., had driven out of business all studios licensed by 
R. C. A., as well as practically all of the “bootleggers” in the East.* 1 

The successful operation of this studio has driven practically all of the boot- 
leggers in the East out of business and also the studios licensed by R. C. A. 
R. C. A. formerly had four such studios which are not now operating. 

******* 

* * * Through our financing pictures we have gotten a steadily increasing 

proportion of the business and have left R. C. A. with little or no income from 
royalties except in connection with studios owned and operated by themselves. 

Relations between E . R. P. I. and the Fox interests . — A further ex- 
ample of E. R. P. I.’s financial activities in the sound motion-picture 
field is to be found in its transactions with the Fox interests. Fox 
had, from a very early date, manifested a decided interest in sound 

“ Letter from J. E. Otterson to E. S. Bloom, dated September 14, 1933, exhibit 500. 
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pictures and did not join other major motion-picture producers who 
decided to postpone their introduction. This attitude resulted in 
very amicable and cooperative relations between Fox and its licensor, 
E. E. P. I. 

In 1929 Fox requested from E. R. P. I. a loan of $12,000,000, to be 
used in purchasing a chain of theaters and a substantial block of 
stock in Loew’s, Inc., which controlled the motion picture producing* 
company of Metro-Goldwyn Pictures, Inc. E. R. P. I had previously 
assisted Fox in other ways. In view of its creditor position and to 
retain the Fox interests as a real competitor of the other large producers 
and thereby be assured of a large theater chain to which Western's 
apparatus could be sold, it was decided to grant the request. 26 Ac- 
cordingly, E. R. P. I. borrowed $15,000,000 from Western, which in 
turn borrowed $12,000,000 from the American Co. on the same day. 
The $15,000,000 was then advanced to the Fox Theaters Corporation. 

Following the consummation of the Loew transaction by Fox, 
E. R. P. I. sought to create a European market for its sound picture 
apparatus, which met with strong resistance because of the European 

S atent situation. In order to present a stronger bargaining position, 
I. R. P. I. desired that American producers withhold distribution of 
their sound pictures in Germany for reproduction on foreign equip- 
ment. At this time Fox through its ownership of rights to the Tri- 
Ergon patents (for recording sound on films), failed, according to 
E. R. P. I., to cooperate in this respect, which resulted in strained 
relations between the two concerns. 

The market crash in the fall of 1929 and other factors brought about 
a critical financial condition in the Fox companies. As a collapse of 
the Fox companies would seriously jeopardize the recovery by 
E. R. P. I. of the $15,000,000 indebtedness due February 26, 1930, 
together with other indebtedness, it was represented on a board of 
trustees appointed to refinance the Fox interests. At this time 
E. R. P. I., and Halsey, Stuart & Co., Inc., endorsed notes of Fox to 
the Bankers Trust Co., in the sum of $4,000,000, E. R. P. I.'s share 
being close to $2,000,000. Upon the purchase of Fox interests by 
Harley Clarke, a utilities operator, E. R. P. I. loaned Clarke $5, 
and Halsey Stuart & Co., Inc., $9,775,000, and was thereby 
of its guaranty to the Bankers Trust Co. E. R. P. I. received payment 
of its $15,000,000 loan to Fox coincident with the making of the 
above loans. 27 The loans by E. R. P. I. to Clarke and Halsey, Stuart 
& Co., Inc., were liquidated within 1 year. 

The Bell System, through the Weco Corporation, a wholly owned 
subsidiary of Western, purchased $8,500,000 of a $20,000,000 issue 
of 6-percent gold notes offered by the Film Securities Corporation 
(a corporation organized to acquire the Fox interests in the stock 
of Loew's, Inc.). April 1, 1933, Film Securities Corporation de- 
faulted on the issue and the noteholders of the Weco Corporation 
acquired a pro rata part of such stock at public auction. 

Following Weco Corporation’s acquisition of the Loew’s, Inc., 
stock, Western issued a public statement that it had “no intention of 
maintaining a permanent interest in any stock of any motion picture 
company." 28 By December 31, 1935, this stock was completely 

m The inducements for making this loan are summarized on p. 475, exhibit 1946-B. 

*r See exhibit 1946-B, p. 487. 

* Letter from P. L. Thomson to John E. Otterson, dated December 29, 1933, with news release dated De- 
cember 27, 1933, attached, exhibit 1855. 
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disposed of by the Bell System through brokers. Profit on the ac- 
quisition and sale of Loew’s, Inc., stock by the Weco Corporation, 
according to its books, totaled $1,874 751.45. 

E. R. P. I/s Operating Revenues and Profits. 

Western transferred to E. R. P. I. at the time of its incorporation 
assets aggregating $40,121,519 and liabilities in the amount of $59,696. 
In addition, Western paid E. R. P I. $1,000,000 in cash, and in return 
E. R. P. I. issued to Western its entire authorized capital stock, con- 
sisting of 750,000 shares of no par value. E. R. P. I., therefore, 
commenced business with a surplus of $40,061,570. The assets trans- 
ferred to E. R. P. I. were predominantly nonutliity investments and 
marketable securities, but included accounts receivable relating to the 
business transferred by contract of December 30 1926. 

The principal source of E. R. P. I/s operating revenues has been 
the domestic motion-picture industry; the supply of recording and 
reproducing equipment and collection of royalties on the sound film 
printed for release by producers 

During the vears 1927 to 1935, inclusive, E R. P. I. gross operating 
revenues totaled $152,029 326 For the same period, gross operat- 
ing revenues from motion-picture sound reproduction, including fur- 
nishing of equipment, service, and maintenance, deferred financing, 
and industrial-picture distribution, totaled $94,851,251, or 62.39 
percent; while gross operating revenues from motion-picture sound 
recording, including furnishing of equipment, service and maintenance, 
and royalties, amounted to $28,479,902, or 18.73 percent. 

E. R. P. I/s net profits during the years 1927-35, inclusive, 
totaled $28,112,880, of which $8,207,238 was derived from regular 
operations and $19,905,642 represented special profits. 29 

The American Telephone & Telegraph Co. has received 33# per- 
cent of the royalties from recording in the United States after deduct- 
ing the participation of others than E. R. P. I. 30 Royalties paid 
direct to the American Co. in connection with sound motion pictures 
for the years 1927-35, inclusive, totaled $4,266,909. Such royalties 
are treated by the American Co. as a “windfall” and are not credited 
to research expense. 31 

The American Co. receives * * * from E. R. P. I. * * * a 33H 

percent royalty for the talking motion-picture equipment. * * * 

******* 

Now we have not known just how to deal with this item because that’s a sort 
of a windfall to the American Co. from its prosecution of these license-contract 
activities. * * * 

In this connection, reference may be made specifically to the treat- 
ment of research expense for photoelectric cells. As stated in chapter 
7, expense of research on photoelectric cells, one of the many devices 
essential to sound motion pictures, was charged completely to the 
American Co. It thereby became a part of the Bell System’s alleged 
cost of furnishing telephone service, although H. P. Charlesworth, 
vice president of the Bell Telephone Laboratories, suggested that a 

*• Special profits included, among others, investment in Graybar stock, investment in Northern Electric 
Co., marketable securities, revaluation of war claims. 

10 Vitaphone has participated in domestic recording royalties as a result of the cancelation of the Vitaphona 
exclusive license contract (see p. 402) in 1927. Northern Electric Co., Ltd., participates in royalties from 
domestic recording distributed in Canada. 

11 Testimony of A. B. Crunden, assistant comptroller, American Telephone & Telegraph Co., before 
Maryland Public Service Commission, 1933, record pp. 1529-1532; Re Chesapeake and Potomac Telephone 
Co. of Baltimore City, 1 P. U. R. (N. S.) 346. See also chs. 6, 7, and 8. 


Digitized by 


Google 



INVESTIGATION OF THE TELEPHONE INDUSTRY 4^5 

part of the cost of research on photoelectric cells should be properly 
chargeable to E. R. P. I. since the increased program undertaken in 
1929 was “aimed specifically at cells and sound motion-picture work.” 3 * 

Summary 

This chapter has reviewed the activities of the Bell System com- 
panies in fields outside the furnishing of communication service. 
Certain of these fields were made available to it through the develop- 
ment or acquisition of patents essential to other fields. In relation 
to the communication business as a whole carried on by the Bell 
System, the activities have been relatively unimportant; however, 
in relation to the particular noncommunications fields involved they 
have, in some instances, been a very important factor. 

The events described in this chapter would seem to indicate that 
the American Co. has always preferred to adopt the position of 
licensor under its patents in the noncommunications fields, leaving 
the commercial exploitation of such patents to others. Commercial 
development of sound reproduction was originally proposed on a 
licensor basis through agreement with Vitaphone. Subsequently, 
E. R. P. I. entered the fidd directly. E. R. P. I.’s activities in this 
connection are now largely limited to licensing others to manufac- 
ture, use, and sell devices employing Bell System patents. No loss 
has been suffered as a result of activities in the noncommunications 
fields measured on the basis of direct expenditures and revenues 
received. 

« See ch. 7, pp. 202-200. 
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CHAPTER 15 

FINANCING OF THE BELL SYSTEM 


The growth of the Bell System to a magnitude comprising 5 billions 
of gross assets, within a period of half a century, has necessarily re- 
quired large amounts of financing. It is the purpose of this chapter 
to indicate and discuss the methods, the instrumentalities, and the 
conditions under which the financial requirements of the Bell System 
have been met. The major sources of the capital in use at any given 
time are, in general, characterized by the different items of liabilities 
shown in the balance sheet. A brief historical view of the sources of 
funds is presented, therefore, by an analysis of the proportion of 
different items of liability, from time to time, in the balance sheets 
of the American Bell Telephone Co., the American Telephone <fc 
Telegraph Co., and the associated Bell Telephone companies. This 
is given in section 1 of this chapter. 

The management of the American Co. views the Bell System as a 
financial and operating unit. A summary of the financial require- 
ments and resources of the system as a whole is, therefore, presented 
in section 2. This shows the extent to which the parent company of 
the Bell System has financed the operating companies by advances 
on notes and open accounts, which have been largely converted later 
into common stock of the associated companies. Upon further analy- 
sis of the sources of funds employed in the Bell System, it is disclosed 
that in addition to the internal resources such as funds provided from 
operations represented by depreciation reserves and surplus, the 
System has resorted, to some extent, to the issue of associated com- 
pany and American Co. bonds, and, to a larger extent, of American 
Co. common stock. In sections 3 and 4 of this chapter, there- 
fore, the methods of bond and common stock financing are discussed. 
Some of the significant features and results of the Bell System’s finan- 
cial practices are then discussed in section 5. 

SECTION 1. SUMMARY OF CAPITALIZATION 


The capitalization of the Bell System, as of December 31, 1935, on 
the basis of consolidating the accounts of the American Co. and the 
23 associated Bell Telephone companies, and of the American Co. 
and the combined associated companies, respectively, as of the same 
date, has been presented in section 2 of chapter 3. It was there 

E ointed out that, as of that date, approximately three-fourths of the 
tell System’s total capitalization represented stockholders’ equity, 
while long-term debt accounted for only a little over one-fourth. In 
the case of the American Co., capital stock equity represented 84 

S ercent of the total capitalization and long-term debt 16 percent. 

‘or the 23 associated companies combined approximately 77 percent 
of the capitalization was represented by capital-stock equity and 
almost 23 percent by long-term debt. 

417 
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The Parent Companies. 

A historical view of the capitalization of the parent company of 
the Bell System, on the one hand, and of associated Bell Telephone 
companies, on the other, indicates that this conservative method of 
financing — that is, financing principally through stock issues, with a 
relatively small proportion of funded debt-^-has been characteristic 
of the system ever since its inception. This is apparent from table 
60, page 419, which gives the percentage composition of the assets 
and liabilities of American Bell Telephone Co., and American Tele- 
phone & Telegraph Co. from 1881 to December 31, 1935, at 5-year 
intervals. Up to 1900 long-term debt was an insignificant proportion 
of total liabilities, whereas common stock, installments on subscrip- 
tions, and unappropriated surplus represented more than 90 percent 
of the total liabilities on the balance sheet during practically the whole 

! )eriod from 1881 to 1900. After 1900 a considerable amount of 
ong-term debt financing was undertaken, but seldom did it reach over 
a third of the total liabilities, and since 1930 it has been less than a 
sixth of total capitalization. Since 1900 common stock, installments 
on subscriptions, reserves for contingencies, and unappropriated sur- 
plus — in short, common-stock equity of the American Co.— have 
usually represented more than 50 percent of total liabilities; indeed, 
between 60 and 70 percent most of the time. 1 

The Associated Companies. 

The percentage composition of the liabilities of associated com- 
panies on a combined basis presents a similar picture. In this case 
it is well to remember that, whereas the principal assets of the parent 
company consisted of investments, those of the associated companies 
have been in the form of telephone plant and equipment. Further- 
more, a large proportion, over 90 percent on an over-all basis, of the 
common stock of the associated companies was and is owned by the 
American Co., which in turn has had its own common stock outstand- 
ing in the hands of the public. 

The percentage composition of assets and liabilities of associated 
Bell companies as of December 31. 1907, and 1910 to 1935, inclusive, 
at 5-year intervals, is shown in tame 61. This table gives the same 
picture, with slight variations, as the balance-sheet data of the parent 
company just discussed. In short, the preponderant method of 
financing is by capital stock. Capital-stock equity has always repre- 
sented more than half of the combmed capitalization of the associated 
companies, in recent years increasing to 70 percept or more. 2 Funded 
debt seldom has exceeded 30 percent of total liabilities. Advances 
from the American Co. have fluctuated considerably, but since these 
advances were in a continual state of flux, being in the process of 
conversion mainly into common stock issued to the American Co., 
we may, for purposes of this discussion on methods of financing, 
consider advances purely a preliminary step to equity financing by 
the American Co. 3 

In brief summary, the capitalization of the Bell System has been 
characterized by (1) an absence of pyramiding of security issues with 
different degrees of priority; and (2) a preponderance of equity financ- 

* See exhibit 1360-B, schedules 1 and 2. 

* See exhibit 1364, schedule A-l. 

* The relationship between advances from the American Co. to the associated companies and the issuance 
of associated company common stock to the American Co. is considered in greater detail in sec. 2 of this 
chapter. 
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ing. These conditions create a safety and stability from the point 
of view of investment risk which should reflect in the ability of the 
system to obtain capital upon reasonable terms. 


Table 60. — Percentage composition of assets and liabilities of American Bell 
Telephone Co . and American Telephone & Telegraph Co. from 1881 to Dec. 81, 
1985 , at 5-year intervals 

ASSETS 


As of Dec. 31— 

(a) 

Total 

(b) 

Telephone plant and 
equipment 

Invest- 

ments 

(0 

Current assets 

Deferred 

debits, 

and 

sinking 

funds 

(i) 

Book 

cost 

(0 

Depre- 

ciation 

reserve 

(d) 

Netbook 

cost 

(e) 

Cash, de- 
posits, 
and mar- 
ketable 
securities 

(g) 

Other 

current 

assets 

(h) 

1881 * 


1 


80.89 

14. 74 

1.24 

3.13 


1885 


3.48 

51 

2.98 

91.32 

4.10 

1.59 

6. 61 

1890 


W^mVKirM 

8.75 

10. 32 

82.55 

.63 

6.36 

.14 

1805 

100 

28.68 

7. 34 

21.34 

69. 74 

2.85 

6.07 


1900 


21. 80 

.53 

21.27 

74.04 

1.08 

3. 61 


1905 


18. 44 

.40 


77. 19 

2.60 

2.17 


1910 

100 

12.20 

1.58 

S lW.il 

85.21 

2.72 

1.43 

(*) 

1915 

100 


2.32 

8.50 

84.53 

4.91 

2.04 

.02 

1920 


13. 24 



85. 82 

2.87 

1.02 

.05 

1925 


12.16 

2.83 

9.33 

85.23 

4.53 

.87 

.04 

1930 


13.90 

1. 87 

12.03 

74. 67 

12.53 

.70 

.07 

1935 


16.04 

3.27 

11.77 

80.07 

7. 32 

.74 

.10 


LIABILITIES 


As of Dec. 31— 

(a) 

Total 

(b) 

Common 
stock and 
install- 
ments 
received 
on sub- 
scriptions 

(O 

Premi- 
ums on 
common 
stock 

(d) 

Long-te 

Funded 

debt 

(e) 

rm debt 

Employ- 
ees' Dene- 
flt and 
pension 
fund 
liability 

(0 

Current 
liabili- 
ties, de- 
ferred 
credits, 
and mis- 
cella- 
neous 
reserves 

(g) 

Reserve 

for 

contin- 

gencies 

(h) 

Unap- 
propri- 
ated sur- 
plus 

(i) 

1881 1 

100 

73.27 


3.64 


3. 01 


20.08 

1885-- 

100 

39. 62 

1. 19 



2.61 


56.58 

1890. - 

100 

36.22 

2. 05 

5.79 


4. 57 


51.37 

1895 

100 

43.47 

4.26 

4.04 


5.83 


42. 40 

1900 

100 

57.38 


20.08 


4. 43 

16.29 

1. 82 

1905 

100 

53.00 

.01 

31.43 


2. 93 

8. 37 

4.26 

1910 

100 

54. 56 

5. 79 

24.06 


4.39 

0. 20 

5.00 

1915 

100 

62. 49 

7. 07 

19.74 

0. 33 

2. 79 

2.14 

5. 44 

1920 

100 

47.74 

5. 17 

34. 22 

.22 

4. 15 

3. 25 

5.25 

1925 

100 

59. 30 

3. 43 

24. 22 

.44 

3. 23 

2. 87 

6. 51 

1930 

100 

61.43 

8. 35 

14.90 

.37 

2. 49 

2. 08 

10.38 

1935 

100 

64. 49 

9.26 

15.29 

.38 

2.01 

2.23 

6.34 


> As of Feb. 28, 1881. 

* Less than 0.01 percent. 

Source: Computed from data in exhibit 1360-B, schedules 1 and 2. 
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Table 61 . — Percentage composition of assets and liabilities of associated Bell 
Telephone companies as of Dec. 81, 1907, and 1910 to 1985, inclusive, at 5-year 
intervals 

ASSETS 


As of Dec. 
31— 

(a) 

Total 

(b) 

Telephone plant and equip- 
ment 

Invest- 

ments 

(0 

Advances 

Current assets 

Deferred 

debits, 

and 

riwHng 

funds 

0) 

Book 

cost 

(c) 

Deprecia- 
tion and 
amortiza- 
tion 

reserves 

(d) 

Net book 
oost 

(e) 

to con- 
necting 
com- 
panies 

(g) 

Cash and 
deposits 

<b) 

Other 

current 

assets 

6) 

1907 

100 

86.34 

1. 67 

84. 67 

4.41 


1.20 

9.72 


•nriWRiPW 

100 

92.66 

7.69 

84.97 

4.68 


2.26 

8.09 


1916 

100 

104.35 

15.88 

88.47 

3.62 


1.93 

4.53 

0.56 


100 

HT£XH 

23.63 

84.71 

4.55 

2.19 

1.23 

6. 39 

.93 

1925 

100 

111. 79 

22.67 

89. 12 

2.62 

.45 

1.08 

5.11 

1.03 


100 

111.68 

20.56 

91. 12 

2.75 


.91 

4.01 

1. 13 

1935 

1 100 

120.23 

30.34 

89. 89 

3. 40 

.07 

1.73 

4.35 

1.50 


LIABILITIES 


As of Dec. 31— 

(a) 

Total 

(b) 

Capital 

stock 

(c) 

Long-term debt 

Current 
liabili- 
ties, de- 
ferred 
credits, 
and mis- 
cellane- 
ous 

reserves 

(g) 

Reserved 

surplus 

(h) 

Unap- 

propri- 

ated 

surplus 

0) 

Funded 

debt 

(d) 

Advances 

from 

American 
Tele- 
phone & 
Tele- 
graph 
Co. 

(e) 

Employ- 
ees' 
benefit 
and pen- 
sion fund 
liability 

(0 

1907 

100 

65.64 

6.86 

12.87 


8. 10 


ft. S3 

1910 

100 

62.60 

19.60 

4.98 


6.86 


$.90 

1915 

100 

54.09 

28.98 


0.88 

2.95 

0.51 

4.57 


100 

47.86 

25. £3 

14 94 

. 62 

5.85 

.37 

4.83 

1925 

100 

55.40 

23. 59 

BEE] 

1. 10 

4. 51 

.99 

A 51 

1930 

100 

59. 34 

17.22 

9.65 

2. 16 

4.56 

.55 

6.52 

1935 

* 100 

69. 03 

* 14.63 

3.65 

3.59 

4.33 

.67 

4.10 


1 Computed on the basis of excluding from sinking funds and long-term debt $44,000,000 representing 
Southwestern Bell Telephone Co. bonds, and their proceeds, to be applied to payment of other bonds called 
for redemption Feb. 1, 1936. 


Source: Computed from data in exhibit 1364, schedule A-l. 

SECTION 2. CENTRALIZATION AND VOLUME OF 
FINANCING 

Under the terms of the original permanent-license contracts, the 
Bell licensees were usually restricted from borrowing money or rein- 
vesting profits without the consent of the licensor, and the funds 
required for extension and development of their business were to be 
obtained principally through the issuance of capital stock. 4 The 
general policy of issuing permanent licenses was adopted shortly after 
the organization of American Bell Telephone Co. m 1880, and the 
above-mentioned restrictions contained in these agreements indicate 
the intention of the licensor to supervise the financial policies of the 
licensees. Since about 1900 the financing of the Bell System has 
been centralized in the American Co. The lareer part of the require- 
ments of the associated companies is met by advances from the 


* See exhibit 1362-A, pp. 6-7, and exhibit 2114, p. 3$. 
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parent company, which are usually converted into equity securities. 
This practice developed gradually after 1895, and apparently became 
a general policy shortly after 1900. A comparatively small proportion 
of financial requirements is obtained by bond issues of associated 
companies. Even in this case, however, the bond issues are under- 
taken with the assistance and advice of the American Co. ; in fact, the 
American Co. goes so far as to negotiate with the bankers and sign 
contracts for the associated companies in the sale of bonds.* The 
controlling stock interest of the American Co., of course, explains 
its assumption of management functions in the financing of associated 
companies. The American Co. has claimed that it is obligated to 
render such financial assistance under the provisions of the license 
contract. 6 

The financial requirements of the Bell System as a whole are esti- 
mated by the American Co. In this respect the system is viewed as a 
single operating entity. This programming of financial requirements 
by the American Co. is based upon forecasts of requirements made by 
the constituent members of the system and transmitted to the Ameri- 
can Co. for summarization, criticism, and integration into a forecast 
of the requirements of the system as a whole. With such information 
as a basis, the American Co. plans the ways and means by which it 
to meet the demand for new funds. The forecasts of the associated 
companies and of long lines are called provisonal estimates. Formerly 
there were several estimates of forecasts made annuaUy for varying 
lengths of time into the future from 1 to 5 years. The long-term 
view, that is, the 5-year forecast of requirements, was given up during 
the depression of the early thirties. Now a short-term forecast, 
usually 1 year, is used. The American Co. makes a summary estimate 
of financial requirements based upon the information transmitted to 
it by the associated companies, modified by the best judgment of the 
headquarters staff in New York. 

After determining the gross financial requirements of the succeed- 
ing year or two, the American Co.’s estimate takes into account all 
the internal sources of funds that may be depended upon to supply 
part of the requirements. In this way the net financial requirements 
that must be met from external sources are determined. Then it 
becomes a question of whether these net requirements should be met 
by the issue of associated-company bonds, American Co. bonds, or 
American Co. stocks, the three principal methods of financing. An 
examination of the calculations made by the comptroller of American 
Telephone & Telegraph Co., to determine the particular type of 
financing to be undertaken, indicates that the method chosen is the 
one that will contribute to raising or keeping the return on the Amer- 
ican Co.'s stock to a little over $11 per share, if at all possible. 

financial Requirements, Resources, and Financing of the Bell System 

Prior to 1913. 

Inasmuch as most of the initial investments of the American Co.'s 
predecessors consisted of license stock, it is evident that the early 
capital requirements of the associated companies were supplied 
principally by the other stockholders or through sales of long-term 
debt. After American Bell waived its right to receive license stock, 

i See ch. 4. sec. 2. 

• See ch. 0, pp. 102-168. See also exhibit 1350, pp. 28-31. 
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it began contributing its pro rata share of capital to most of the 
licensees by subscribing to its proportion of their stock offers. Gradu- 
ally American Bell and the American Co. purchased stock of the 
licensees held by others, so that by 1912 the latter held large control- 
ling capital-stock interests in all but a few of them. Following is a 
brief discussion of the financing of the American Co. and its predeces- 
sors and of the associated companies, respectively, prior to 1913. 

American Co. and its predecessors . — The financial requirements of 
the American Co. and its predecessors to December 31, 1912, the 
funds available from internal sources, the net financial requirements, 
and the financing effected to obtain the funds required to meet the 
net requirements, are summarized below: 


Particulars 

Amount 

Percent 
of total 

Financial requirements: 

Investments 1 - 

$518, 950, 000 

61.900.000 

25. 850. 000 
207, 760, 000 

63.71 
7. 61 
3.17 
25. 51 

Property, telephone plant, and equipment * 

Current and other assets.. 

Retirements of long-term debt 

Total 

814, 520,000 

100.00 

Internal resources: 

Surplus 

92.030.000 

11.130.000 

12.060.000 

11.30 

1.37 

1.4S 

Depreciation reserves. 

Current liabilities and miscellaneous reserves 

Total 

115, 220,000 

14. 15 

Net financial requirements 

699, 300, 000 

85.85 

Financing: 

Stock sales, including $100,511,000 par value Issued to retire convertible bonds.. 
Long-term debt sold, including $30,500,000 obligations assumed 

356. 675. 000 

291. 445. 000 
51,180.000 

43.79 

35.78 

6.28 

Short-term advances from associated and other Bell System companies 

Total 

699, 300, 000 

85.85 



i Includes license stock received from associated companies and revaluations of investments for which 
the offsetting net credit is included in surplus and reserve for contingencies. 

* Does not include initial expenditures for property, plant, equipment, and patents which had been charged 
off to expense or surplus and were thus recovered from earnings. 

Source: Exhibit 1360-B, schedules 1, 2, 27, 27A, 27B, 29, 29A, 29B, and 290. 

Total financial requirements indicated in the foregoing tabulation 
were $814,520,000. Internal resources provided for $115,220,000, or 
14 percent of this amount, and the balance of $699,300,000 was 
financed through sales of capital stock and long-term debt (including 
stock issued to retire convertible bonds, and long-term debt assumed, 
respectively) and short-term borrowings from Bell System compa- 
nies. With respect to the funds available from internal sources, 
approximately 90 percent represented by the balances in surplus 
and depreciation reserves was provided from earnings. 

In connection with the financing transactions, the amount of 
$356,675,000 was provided from sales of stock, including the value 
assigned to 1,005,110 shares issued to retire convertible bonds. 
Funds from the sales or assumption of long-term debt were $291,445,- 
000, but $207,760,000 was required for retirements of such debt, 
including capital stock issued for that purpose, thus leaving a net 
amount of only $83,685,000 from long-term-debt financing as com- 
pared with $356,675,000 from the issuance of stock. 

Associated Bell Telephone companies . — In view of the number of 
companies involved and the numerous reorganizations, mergers, and 
consolidations effected, detailed analyses of the securities issued and 
retired by all of the associated companies and their predecessors prior 
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to 1913 were not made in connection with the special telephone 
investigation. However, the following tabulation, summarized from 
the combined balance sheets of these companies as of December 31, 
1912, indicates, in a general way, the sources of the funds in use at 
that date. 


Particulars 

/ 

Amount 

Percent 
of total 

Combined gross assets: 

Plant and equipment, including intangibles 

Investments and advances 

Current and other assets 

$705,286,000 

40.112.000 

75.672.000 

85.90 

4.88 

9.22 

Total 

821, 072, 000 

100.00 

Internal souroes of funds represented by: 

Surplus 

Depreciation reserves _ . 

Current liabilities and miscellaneous reserves. 

30.324.000 

81.328.000 

37. 951. 000 

3.69 

9.91 

4.62 

Total 

149,603,000 

18.22 

Balance 

671,469,000 

81.78 

Sources of funds for financing above balance: 

Common and preferred stocks 

Funded debt 

Advances from American Co 

419.863.000 

190. 982. 000 
60,624,000 

51. 14 
23.26 
7.38 

Total 

671,469,000 

81.78 


Source: Exhibit 1364, schedule A- 1. 


It will be observed that the portion of the funds provided from earn- 
ings equivalent to the amount of the depreciation reserves was approxi- 
mately 10 percent of the total gross assets, while other internal sources 
of funds were about S l / 2 percent, leaving over 80 percent to be provided 
for through financing. Common and preferred stocks outstanding 
were equal to 51 percent of gross assets, outstanding funded debt 23 
percent, and advances from the American Co. 7 percent. It will be 
noted that outstanding capital stock was more than double the face 
amount of the funded debt outstanding, indicating the predominance 
of equity financing. 

Financial Requirements, Resources, and Financing, 1913-35. 

Summaries of the financial requirements, resources, and financing 
of the Bell System for the years 1913 to 1935, inclusive, and of the 
associated companies for the years 1923 to 1935, inclusive, are pre- 
sented in tables 62 and 63, respectively. 7 The total financial require- 
ments shown in these tables represent the funds expended for the 
increased investment in assets during the period and the cash required 
to retire maturing obligations. They do not include additional 
expenditures for plant additions equal to the amount of retirements 
made during the period or the principal amount of convertible bonds 
retired through conversion into capital stock. If these additional 

S lant expenditures were included in total requirements they would 
e offset by increased internal resources, represented principally by 
depreciation reserve provisions, and the inclusion of the face amount 
of bonds retired through conversion into capital stock as a part of the 
requirements would necessitate showing a corresponding increase in 
the amount shown as financing effected through capital-stock sales, 
instead of including only the cash premiums on the stock issued for 

7 These tables are on pp. 425 and 426, respectively. 
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that purpose. A brief discussion of these tables is contained in the 
following paragraphs. 

Bell System . — As indicated in table 62, from 1913 through 1935 
the System as a whole had financial requirements of $4,714,000,000 of 
which $3,522,000,000 was for net additions to telephone plant. Of the 
total financial requirements, $968,000,000 or 20.5 percent, was pro- 
vided from earnings by increases in depreciation reserves, and some 
$326,000,000, or somewhat less than 7 percent, by undivided profits.® 
These two items, representing the major part of the internal resources, 
equaled 27.5 percent of total financial requirements and nearly 37 
percent of the net additions to telephone plant dining the period. The 
net financial requirements to be met from other sources during this 
period were $3,191,000,000, or nearly 68 percent of total requirements. 
Only $906,000,000, or 28.4 percent of the net financial requirements, 
was met by outside financing of associated companies. 0 On the other 
hand, $2,515,000,000, or almost 79 percent of net financial require- 
ments, was met by American Co. financing. 

The account of the growth of the Bell System in chapter 2 showed 
clearly that the greatest expansion of the system came after the 
post-war depression of 1921, and spanned the 10-year period ending 
with 1931. Total financial requirements from January 1, 1923, to 
December 31, 1931, were $3,061,000,000, of which $2,532,000,000 
represented net additions to telephone plant. Thus, approximately 
65 percent of total financial requirements and 72 percent of net 
additions to telephone plant during the 23-year period from 1913 to 
1935, inclusive, came during the 9-year period 1923 to 1931, inclusive. 
Again, $932,000,000, or 30.5 percent of gross requirements, was 
met through internal resources. Undivided profits, including surplus 
adjustments, and depreciation reserves, both of which came from 
earnings, represented the most important internal sources of funds, the 
two together being sufficient to supply some $822,000,000, or almost 
27 percent of total requirements ana over 32 percent of net additions 
to plant. If notes sold to pension-fund trustee, which can also be 
considered an internal source of funds, are added, then over 30 percent 
of total requirements and over 35 percent of plant additions were met 
from these internal resources. The net financial requirements during 
the 9-year interval were $2,128,000,000. Deducting from this, notes 
of associated companies sold to pension-fund trustee of $86,000,000 
and notes of the American Co. sold to pension-fund trustee of $13,000,- 
000, as being internal resources, the net financial requirements to be 
met from outside sources of funds amounted then to $2,029,000,000. 
Over 18 percent of this was met by associated companies' securities 
sold to the public. The rest was provided bv American Co. financing. 
This company therefore supplied by far the largest portion of the 
financial requirements of the Bell System. 

The foregoing discussion treated of the financial requirements of the 
Bell System on a consolidated basis. To obtain a clearer picture of 
the process by which the Bell System telephone business is financed, 
it is necessary to regard the associated companies separately, for only 
in this manner is it possible to analyze the relations of the American 
Co. to the associated companies in the matter of financing. 

1 See table 62, p. 425, items B-l and B-2. Gross undivided profits for the period 1015-1986, inclusive, wen 
$371,030,332. Surplus adjustments of $44,041,200 left net profits of $326,106,042. 

• Of this amount $114,000,000, or 3.50 percent of net requirements, was met by notes sold to pension-fund 
trustee, which may be considered an internal source of funds, since the pension-fund aocruals wen charged 
to operating expenses. 
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Table 62 . — Summary of financial requirements, resources , and financing of Bell 
Telephone System in United States , and percentage distribution , Jan. 1 , 1913, 
to Dec. 31, 1935 



1 23 years, Jan. 1, 1913, 

13 years, Jan. 

1, 1923, 

9 years, Jan. 

1, 1923, 


to Dec. 31, 1936 

to Dec. 31, 1935 

to Dec. 31, 1931 

Particulars 







Amount 

Per- 
cent 1 

Amount 

Per- 
cent 1 

Amount 

Per- 
cent » 


(a) 

(b) 

( c ) 

(d) 

(e) 

CO 

(g) 

A. Requirements: 







1. Net additions to tele- 








$3, 521,900, 345 

74. 72 

$2, 516, 868, 875 

77.55 

$2, 531, 806, 591 

82. 72 

2. Investment in affili- 

ated and other com- 
panies 

185, 260, 034 

3. 93 

112, 028, 591 

3. 45 

116, 760,038 

3. 82 

3. Accounts and bills re- 

coivable 

106. 203. 206 

2. 25 

69, 835, 883 

2. 15 

69. 835, 883 

2.28 

4. Materials and supplies. 

5. Obligations maturing 

33. 996,111 

.72 

27, 359, 686 

505, 003, 111 

.84 

655,937 

.02 

or to be retired 1 

836, 799, 549 

17. 75 

15.56 

362,931,63 , 

11.86 

6. Refunds under em- 






ployees’ stock plans.. 
7. Other assets 

67. 437, 045 
* 37, 958, 224 

1. 43 

67, 437, 045 

2.08 



*.80 i 

* 53, 101, 493 

*1.63 

*21,425,29/ 

*. 70 


8. Total 

4, 713, 638. 066 

100.00 

3.245.431,698 

100.00 

3,060,564.786 

100.00 

B. Resources: 







1. Undivided profits 

371, 039, 332 

7.87 

229, 073, 271 

7.06 

417,319.041 

13.63 

2. Surplus adjustments... 

* 44.841.290 

*. 95 1 

*8.683,412 

*.27 

11,520,09-1 

.38 

3. Depreciation reserve... 

4. Current and accrued 

967, 880, 093 

20.53 

666, 249, 413 

20.53 

393, 288, 550 

12.85 

liabilities 

152, 324,531 

3.23 

83, 635, 150 

2.58 

110,764, 363 

3. 62 

6. Capital obligations as- 

sumed 

65, 065, 770 

1.38 

24, 168, 788 

.74 

22,591.288 

.74 

6. Other resources and 


ad’ustments 

11,095, 344 

.24 

* 16, 708, 758 

». 51 

* 22, 700, 548 

*.74 


7. Total 

1, 622, 563, 780 

32.30 

977, 734, 452 

30. 13 

932, 782, 788 

30.48 

C. Net financial requirements 







(A8-B7) 

3,191.074.286 

67. 70 

2,267,697,246 

69.87 

2. 127, 781. 998 

69. 52 

D. Financing by associated com- 







panies: 







1. Stock sold to public... 

202, 055, 214 

6.33 

129, 216, 216 

5.70 

129, 216,116 

6. 07 

2. Bonds sold to public... 

3. Notes sold to pension- 

554, 175, 238 

17. 37 

340, 090, 000 

15.00 

250, 645, 000 

11. 78 

fund trustee 

114,415,925 

3. 59 

114,415,925 

5.05 

85, 801,069 

4.03 

4. Miscellaneous 

35,556,187 

1.11 

2,141,881 

.09 

2,141,881 

.10 


6. Total 

906, 202, 564 

28.40 

585, 864, 022 

25.84 

467, 804, 066 

21.98 


E. Financing by American Co.: 



^ 1,046,742,062 




1. Stock sales * 

2. Bond sales 

1,328, 090,009 
887, 734, 555 

41.62 
27. 82 

576, 209, 930 

46. 16 
25.41 

1, 046, 742, 062 
576, 209, 930 

49. 19 
27.08 

3. Premiums on stock 

from bond conver- 
sions • 

175, 821, 854 

5.51 

166, 745, 511 

7.35 

166, 745, 511 

7.84 

4. Notes sold to pension- 

fund trustee 

11,022,113 

.34 

11, 022, 113 

48 

13,122,615 

.62 

5. Miscellaneous • 

HZ 726, 000 

3.53 






6. Total 

2, 515, 394,531 

78. 82 

1,800.719,616 

79. 40 

1, 80Z 820, 118 

84. 73 

F. Total financing (D5 plus E6). 

3, 421, 597, 095 

107.22 

2. 386, 583. 638 

105. 24 

2, 270, 624, 184 

106.71 

Q. Excess of financing over net 







requirements represented 







by increase in cash and 
temporary investments 







(F-d) 

230, 522. 809 

7.22 

118,886,392 ! 

5.24 

142, 84Z 186 

6. 71 



» Items B and C are percentage* of item A, and item* D to O. inclusive, are percentages of item C. 

* Does not include principal amount of convertible bonds retired by conversion into capital stock. 

* Denote red figures. 

* Does not include stock issued in exchange for convertible bonds or any premiums realized on such issues. 

* Represents cash premiums from bond conversions only, where bond principal was accepted in full pay* 
ment for stock the amounts are included in item E-2 only. 

* Consists of $90,026,000 notes of associated companies endorsed and sold to other associated companies, 
and $13,700,000 of bills payable sold. See exhibit 1369, p. 68. 

Source: Exhibit 1369, table 11, p. 46; exhibit 1360-B, schedules 27 to 29C, inclusive; and exhibit 2096-A, 
schedule 4. The basic underlying source is data oompiled by American Telephone A Telegraph Co. 
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Associated companies . — The major part of the financial require- 
ments of the Bell System as a whole was occasioned, of course, by the 
expansion of the local telephone business. This is clearly indicated 
by the fact that of the total requirements of the Bell System of 
$3,061,000,000 during the 9-year period 1923 to 1931, inclusive, 
$2,548,000,000 was for the requirements of associated companies; 
and of the total net additions to plant of $2,532,000,000 for the 
system as a whole during this 9-year period, $2,214,000,000 was 
accounted for by net additions to plant and general equipment of 
associated companies. 10 

How did the associated companies, as distinct from the Bell Tele- 
phone System as a whole, finance their requirements? Of the total 
requirements of $2,548,000,000, the internal resources of the asso- 
ciated companies supplied $594,000,000, or 23.3 percent. Notes 
sold to the pension-fund trustee supplied an additional amount of 
$86,000,000, which, if added to the other internal sources of funds, 
would make the associated companies self-sufficient to the amount 
of $680,000,000, or almost 27 percent of the total financial require- 
ments, and nearly 31 percent of the additions to plant during the 
years 1923 through 1931. Among these internal resources, there 
was accretion of fixed capital reserves in the amount of $359,000,000, 
or 14 percent of total requirements, and undivided profits after 
surplus adjustments of $160,000,000, or 6.32 percent of the total 
requirements. These two internal sources supplied funds equal to 
nearly 24 percent of the net plant additions. The remainder of the 
financial requirements, some $1,955,000,000 — or, if we deduct notes 
sold to the pension-fund trustees, $1,869,000,000 — was supplied 
principally by sales of common and preferred stock to the American 
Co., which brought in $1,280,000,000, and net advances from that 
company of $215,000,000. In other words, $1,495,000,000 came from 
the American Co. Common and preferred stocks and bonds sold 
to the public provided only $380,000,000. Thus, only about 19.5 
percent of the total net requirements was met by the sale of associated- 
company securities to the public. 11 At the same time, it is note- 
worthy that the financial assistance rendered by the American Co. 
ultimately took the form of acquisition of stock in the associated 
companies. 


Table 63 . — Summary of financial requirements , resources } and financing of asso- 
ciated Bell Telephone companies in United States , and percentage distribution , 
Jan. 1 , 1923 , to Dec. 31 , 1935 


Particulars 

(a) 

13 years, Jan. 1, 1923, 
to Dec. 31, 1935 

9 years, Jan. 1. 1923, 
to Dec. 31, 1931 

Amount 

(b) 

Per- 
cent 1 

(c) 

Amount 

(d) 

Per- 
cent J 

(e) 

, Requirements: 





1. Net additions (plant and general equipment). 

$2,214, HU. 201 

82. 82 

$2. 213, 883, 337 

86.87 

2. Investment securities and advances 

* 11. 165,488 

> .42 

* 2. 551. 491 

>.10 

3. Accounts and bills receivable 

34, 198, 902 

1.28 

.50, 197, 778 

1.97 

4. Materials and supplies 

20, 995, 720 

.79 

* 3, 293, 107 

> . 13 

5. Other assets 

16, 398, 442 

.61 

14, 908. 725 

.SB 

6. Obligations maturing or retired . 

398, 727, 753 

14. 92 

275,253, 1.53 

10. *• 

7. Total requirements 

2, 673, 259, 530 

100.00 

2. 548, 398. 395 

nxu» 


1 Items B and C are percentages of item A, and items D and E are percentages of item C. 
* Denote red figures. 


10 Compare table 62, p. 425, and table 63, p. 426. 11 These facts are presented in table 63, p. 426 . 
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Table 63. — Summary of financial requirements , resources, and financing of asso- 
ciated Bell Telephone companies in United States, and percentage distribution, 
Jan. 1, 1928, to Dec. 81, 1985 — Continued 



13 years, Jan. 1, 1923, 
to Dec. 31, 1935 

9 years, Jan. 1. 1923, 
to Dec. 31, 1931 

Particulars 

(a) 

Amount 

(b) 

Per- 
cent 1 

(C> 

Amount 

(d) 

Per- 
cent 1 

(e) 

B. Resource's: 




6. 76 

1. Undivided profits 

$124, 964, 769 

4.68 

$172, 293, 431 

2. Surplus adjustments 

* 35, 275, 230 

* 1.32 

> 11,163,892 

» .44 

3. Accounts payable and bills payable 

45, 248. 513 

1.70 

56, 127, 059 

2.20 

4. Accrued liabilities not due 

29, 977, 848 

1.12 

35, 465, 223 

1. 39 

5. Deferred credit items 

» 9, 809, 035 

> . 37 

» 10, 714, 684 

* .42 

6. Fixed capital reserves. — 

601, 279, 404 

22. 49 

359, 255, 686 

14. 10 

7. Capital obligations assumed -- 

8. Adjustments for premium and discount on 

securities sold included in above require- 

24, 168, 788 

.90 

22,591,288 

.89 

men is and resources 

> 30, 425, 857 

* 1. 14 

» 29, 980, 857 

» 1. 18 

9. Total resources 

750, 129,200 

28.06 

593, 873, 254 

23.30 

C. Net financial requirements 

1, 923, 130, 330 

71.94 

1,954, 525, 141 

76. 70 

D. Financing by associated companies: 

1. Common stock sold to American Telephone 
& Telegraph Co.: 





(a) In liquidation of advances 

1, 144,218, 882 

59.50 

1,072,218. 882 

54.86 

(6) Other 

189, 562, 747 

9.86 

189, 562. 747 

9. 70 

2. Common stock sold to others 

84,619,915 

4.40 

84, 619, 815 

4.33 

3. Preferred stock sold to American Telephone 
A Telegraph Co. in liquidation of ad- 



.96 

vances 

18, 649, 662 

.97 

18, 649, 662 

4. Preferred stock sold to public 

44, 596, 301 

2.32 

44,596,301 

2.28 

5. Bonds sold to public 

340, 090, 000 

17.68 

250, 645, 000 

12. 82 

6. Notes sold to pension-fund trustee. 

114,415, 925 

5. 95 

85,801.069 

4.39 

7. Advances from American Telephone A Tele- 





graph Co. (net) 

15, 108, 186 

.78 

214, 505, 707 

10. 97 

8. Miscellaneous notes 

2, 141,881 

.11 

2, 141,881 

.11 

9. Total 

1, 953, 403, 499 

101.57 

1, 962, 741, 064 

100. 42 

E. Excess of financing over net requirements, repre- 
sented by increase in cash and temporary invest- 





ments (D9-C) 

30, 273, 169 

1.57 

8, 215, 923 

.42 


• Denote red figures. 

Source: Exhibit 1359, tables 15 and 19, pp. 52 and 67, and schedules 2 and 4; and exhibit 2096-A, schedule 
4. The basic underlying source is data oompiled by American Telephone A Telegraph Co. 


Since acquisition of common-stock investments in the associated 
companies is the principal method of financing of subsidiaries em- 
ployed by the American Co., it will be of interest to consider in 
somewhat greater detail the method of acquisition of this investment. 
Ordinarily, the initial step in the increase of equity ownership in asso- 
ciated companies has been to advance funds on notes or open accounts, 
which later have been converted mainly into stock of those debtor 
subsidiaries. During the years 1923 to 1935 the average amount of 
advances varied from a low of $127,000,000 in 1923, to a high of 
$317,000,000 in 1932, 12 and the total for the period was $2, 062, 000, 000. 13 
The total amount of such advances during the years 1923 to 1931 
inclusive, was $1,700, 000, 000. 13 Of this last amount, $1,072,000,000 
was converted into common stock of associated companies in liquida- 
tion of the advances. This method of acquiring common-stock invest- 
ments in the associated companies accounted for nearly 85 percent 
of the total acquisitions of common stock in such companies during 


11 See table 64, below. 

” See exhibit 1359, table 6, p. 25. 
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the period 1923-31 by the American Co. 14 It is, therefore, clearly 
established that the advances to associated companies are usually 
temporary in nature and constitute a preliminary step to conversion 
into equity securities which the American Co. desires to take. 

The interest rate on American Co. advances to associated companies 
has been 6 percent per annum gross, or 5.88 percent net; that is, a 
2-percent discount, if the interest charges on the advances were paid 
monthly by the associated companies. The rate was reduced to 
5 percent, or 4.9 percent net on the same basis, in October 1936, 
while investigators of the Federal Communications Commission were 
gathering data from the files of American Co. for use in a report in 
which the subject of interest charged associated companies was con- 
sidered. 16 

Table 64. — Average advances by American Telephone <St Telegraph Co. to associated 
telephone companies and interest thereon , years ended Dec . 81, 1928 , to 1986 , 
inclusive 



Average ad- 
vances out- 
standing 

Interest on 
advanoes 

(b) 

(e) 

$246,409,641 

$14,430,081 

317,423,367 

266,085,061 

179,779,466 

131,066,204 

18,064.494 
16,587,001 
ia 571,00 
7,741,3* 

1,84ft 247, 776 

106,53*153 

2,734,190,853 

161,007,001 


Note.— Average advances based upon capitalized interest. 
Source: Exhibit 1369, table 64, p. 178. 


Financing of American Telephone & Telegraph Co . 16 

During the 9 years from January 1, 1923, to December 31, 1931, 
the American Telephone & Telegraph Co. increased its net investment 
in associated companies by $1,468,000,000. The net acquisitions were 
distributed among different kinds of investments, principally common 
stock and advances, as shown below: 


Common stock. 
Preferred stock. 

Bonds 

Advances 


* $1, 273, 809, 384 
704, 122 
* 19, 681, 126 
212, 780, 205 


Total 1,467,612,585 

1 Of this amount $1,261,781,629 was acquired directly from associated companies, $1,072,218,882 being In 
liquidation of advanoes. See table 63. 

* Decrease. 

Sec table 63, item D1 (a), and table 66, item Bl. 
i« The report referred to is exhibit 1359. 

M The discussion under this heading is based on table 66, p. 429. 
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Tablb 65. — Comparison of acquisitions of securities of associated telephone com- 
panies with financing by American Co., Jan. 1 , 1928, to Dec. 81, 1985 


Particulars 

(a) 

13 years. Jan. 1, 
1923, to Dec. 31, 
1935 

(b) 

9 years, Jan. 1, 
1923, to Dec. 31, 
1931 

(c) 

X. SECURITIES OF ASSOCIATED TELEPHONE COMPANIES 

A. Amount owned beginning of period: 

1. Common stock _ 

$604, 836, 146 
57, 693, 213 
20. 517, 170 
102, 961, 238 

$604, 836, 146 
57, 693, 213 
20, 517, 170 
102, 961, 238 

2. Preferred stock 

3. Bonds 

4. Advances.. 

5. Total 

786, 007, 767 

786, 007, 767 

B . Net acquisitions during period: 

1. Common stock 1 

1, 349, 638, 023 
750. 190 

3 20, 517, 170 
13. 382, 685 

1,273, 809,384 
704, 122 
» 19, 681, 126 
212, 780, 205 

2. Preferred stock 

3. Bonds 

4. Advances 1 i 

5. Total 

1, 343, 253, 728 

1, 467, 612, 585 

C. Amount owned at end of period: 

1 Common stock 3 

1, 954, 474, 169 
58, 443, 403 

1, 878, 645, 530 
58, 397, 335 
836, 044 
315, 741,443 

2. Preferred stock * 

3. Bonds 

4. Advances 

116, 343, 923 

5. Total 

2, 129, 261, 495 

2, 253, 620, 352 

II. FINANCING BY AMERICAN CO. 

A. Net financing during period: 

1. Capital stock 

1, 146, 050, 528 
423. 052, 242 
» 7, 807, 324 
11,022, 112 

1,213, 487, 573 
437,987, 657 
414.861 
13, 122, 615 

2. Bonds.. 

3. Advances from associated telephone companies 

4. Pension notes 

5. Total 

1. 572, 317, 558 

1, 665, 012, 706 

B. Excess of net financing by American Co. over net acquisitions of secur- 
ities of associated telephone companies. 

229,063,830 

197, 400, 121 



* Includes $586,48® of notes of Indiana Bell Telephone Co. which were waived by American Co., but 
which amount was charged to common-stock acquisitions. 

* Denotes decrease. 

* Item C-l, balances at Dec. 31, 1931 and 1935, are $4,671,781 less than reoorded book cost by reason of net 
revaluations and adjustments not reflected in item B-l. 

* Item C-2, balances at Dec. 31, 1931 and 1935, are $2,444,224 more than recorded book cost by reason of net 
revaluations and adjustments not reflected in item B-2. 

Sources: Exhibit 1359, tables 22 and 24, pp. 72 and 74, after minor revisions in items B-l and D-l in table 22. 


In order to be able to make these investments in the associated com- 
panies, the American Co., of course, did a considerable amount of 
financing through issuance of its own securities, mainly common stock, 
the proceeds from which were as follows: 


Capital stock $1,213,487,573 

Bonds sold, less bonds retired 437, 987, 657 

Advances from associated telephone companies (net) 414, 861 

Pension notes 13, 122, 615 


Total 1,665,012,706 


The proceeds from the sale of American Co. securities shown in the 
above tabulation exceeded the cost of acquiring the additional interests 
in the associated companies over the same period by $197,000,000. 
This amount was available for other purposes of the American Co., 
including expansion of long lines facilities and increased investment in 
the Western Electric Co. It wall be seen that about 73 percent of the 
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funds raised was represented by proceeds from the sale of common 
stock of the American Co., excluding the principal amount of con- 
vertible bonds retired through conversion into capital stock; 26 percent 
from the sale of bonds, after deducting the cash requirements for bonds 
retired ; and about 1 percent from other sources, principally notes sold 
to the pension-fund trustee. 

The figures above summarized give only the net financing. The 
actual gross financing during the period 1923 to 1931, inclusive, was 
$2,002,000,000, but $337,000,000 of this amount was required for 
reductions in obligations, such as retirement of bonds, reduction of 
loans from associated companies, and repayment of loans from banks. 
Consequently, the net financing during the period amounted to 
$1,665, 000, 000. 17 

Thus, the Bell System was financed during the 9 years 1923 to 1931, 
inclusive, principally by the issuance of American Co. stock from 
which the proceeds were $1,213,000,000, of American Co. bonds 
which produced $438,000,000, and of associated company securities in 
much smaller amounts. In the next two sections, the conditions under 
which bonds and stocks have been issued are discussed in greater detail. 

SECTION 3. BOND ISSUES 

Although the American Telephone & Telegraph Co. and its prede- 
cessor, the American Bell Telephone Co., have depended primarily 
upon capital stock as a source of funds, not only for their own pur- 

E oses but also and mainly for the requirements of their subsidiaries, 
ond and note issues were used extensively for this purpose during 
certain periods of their history. Associated companies also have used 
this medium of financing as shown in the preceding section. This 
method of financing has been employed to a relatively greater extent 
than stock financing during periods of disturbed economic conditions 
when it was difficult to sell new stock issues to stockholders at par. 

Types of Parent Company Obligations Issued. 

The various types of long-term debt issues sold or assumed by the 
parent companies of the Bell System during the years 1880 to 1935, 
inclusive, and the amounts of each type, excluding notes sold to the 
trustee of the pension fund, are summarized below: 


Type 

Principal 

amount 

Percent 
of total 

American Bell: 

Convertible notes 

$1. 145.000 
2,000,000 

36.4 

63.6 

Debenture bonds 

Total 

3, 145, 000 

100.0 

American Co.: 

Collateral trust bonds 1 

178.000. 000 
486, 112,700 

375.000. 000 
195,500,000 

14.4 

39.4 

30.4 
15.8 

Convertible bonds . _ . .... 

Debenture bonds 

Note issues and contract obligations 

Total 

1,234.612.700 

100.0 



i Includes $10,000,000 of 4-percent debenture bonds which were Issued by American Bell, assumed In 1899 
by American Co., and secured by including them under the collateral trust 4-percent bond trust indenture. 

Source: Exhibit 130O-A, p. 323. 

See exhibit 1359, table 22, p. 72. 
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The first long-term debt of American Bell Telephone Co. was in the 
form of convertible notes. Later, and of course prior to 1900, it 
financed in larger amount through sale of debenture bonds. American 
Telephone & Telegraph Co. relied largely upon collateral trust bonds 
and 2- to 5-year notes between 1900 and 1925, although during this 
same period it sold large amounts of convertible bonds, but they were 
generally quite promptly exchanged for common stock. Beginning 
in 1923 American Co. began to sell debenture bonds and since that 
time they have tended to replace collateral trust bonds in its long- 
term debt. The amounts of the different types of long-term debt 
outstanding as of certain dates during the period 1881 through 1935, 
excluding notes sold to the trustee of the pension fund, are shown in 
the following tabulation: 


Date 

Total long- 
term debt 
outstanding 

Collateral 
trust bonds 

Debenture 

bonds 

Convertible 
notes and 
bonds • 

Other notes 
and long- 
term debt 

As of Feb. 28. 1881 

$296, 100 

3,600 



$296, 100 

3,600 


As of Dec. 31 — 

1884. 




1887 




1890 

2. 000.000 

2. 000. 0(H) 

2. 000. 000 

10, 000, 000 

38.000. 000 

78. 000. 000 
210, 761,000 
104,459,000 
159, 505,000 
190, 753, 300 
317, 429,000 
309. 825, 500 
385,190, 400 
521, 445. 700 
447, 335, 400 
443. 532. GOO 


$2, ooo, 000 
2, 000. 000 
2, 000, 000 
10.000,000 



1893 




1896 




1899 




1902 

$38. 000, 000 

58. 000. 000 

53. 000. 000 

78. 000. 000 

88. 000. 000 
167, 180.500 
164, 446, 100 
161,949,500 
159, 634.900 

79, 371,000 
66, 690, 000 
64. 865. 2(H) 



1905 



$20. 000, 000 
21,769.000 
6, 000.000 

1908 


135. 992.000 
20, 459, 000 
71.505,000 
16,003, 800 
62. 982. 900 
17, 407. 600 
4, 488. 400 
223. 440. 600 
15, 512.000 
15. 512. 0(H) 

1911 


1914 


1917 


7, 569, 000 
90. 000.000 
30, 468, 400 

1920 


1923 

100, 000,000 
221,067, 100 
218. 634. 100 
365, 133, 400 
363. 1 55. 400 

1926.. 

1929 



1932 

1935 







i The amounts shown in this column fur 1908 and subsequent years represent convertible bonds. 
Source: Exhibit 1360-A, p. 325. 


The greatest permanent increase in long-term debt came during 
the period of the World War when this source of financing was resorted 
to in greater measure than had been the rule theretofore or has been 
since. 

Marketing of Parent Company Bonds and Notes. 

Bankers have had a definite part in marketing the bond and note 
issues of the parent company of the system since 1898, with the excep- 
tion of the convertible bonds issued in 1929 and due in 1939. The 
financial contacts of the American Bell Telephone Co. prior to 1900 
were with Boston institutions. For a long number of years the 
American Bell Telephone Co. attempted, with some success, to be 
independent of outside financial aid by reinvestment of earnings and 
by the issue of common stock, convertible notes, and debentures, to 
its own stockholders. 18 

Prior to 1898, $1,145,000 of convertible notes and $2,000,000 of 
debentures were sold to stockholders in order to finance the expansion 
of telephone service, the acquisition of an interest in the telephone- 
manufacturing industry, and the extension of long-distance business. 
In 1898 an issue of $5,000,000 of 10-year debenture 4-percent coupon 


»• See exhibit 2096-F, pp. 32-33, and 54-55. 
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bonds were awarded to Lee, Higginson <fe Co., of Boston, under com- 
petitive bidding. In the following year, 1899, again under competi- 
tive conditions, an additional issue of $3,000,000 of the same bonds 
was sold to R. L. Day & Co. Six months later, an additional amount 
of $2,000,000 of the same bonds was sold under conditions of com- 
petitive bidding to Estabrook <fe Co., R. L. Day & Co., and Veimilye 
& Co. All these bonds were sold to the bankers above par under 
competitive conditions. The bid price of Lee, Higginson & Co. for 
the $5,000,000 issue in 1898, for instance, was $100,771, and the 
price to the public was $102, plus interest. 19 

In 1899 the American Telephone & Telegraph Co., by resolution 
of its stockholders, authorized the issuance of collateral trust 4-percent 
bonds, due in 1929. These were sold from time to time, between 1900 
and 1911, to Kidder, Peabody & Co., except for some of the later 
issues in which Baring Bros. & Co., Ltd., of London, also participated. 
In the period 1900-02, $28,000,000 of these bonds were sold to 
Kidder, Peabody & Co. without competitive bidding. The first 
$15,000,000 was sold for cash during 1900-01, and $13,000,000 
sold during 1902 was in exchange for securities pursuant to an agree- 
ment looking toward the acquisition of control of Erie Telephone & 
Telegraph Co. and its subsidiaries. An additional amount of 
$25,000,000 of this same bond issue was offered in 1905 under com- 
petitive bidding, and was awarded to Kidder, Peabody & Co. and 
Baring Bros. & Co., Ltd. The rest of the issue, some $25,000,000, 
was sold in 1910-11 to Kidder, Peabody & Co. without com- 
petitive bidding. This change of policy in 1906 is explainable, in 

? art at least, by the increasing influence m the affairs of the American 
'elephone & Telegraph Co. of financial interests representing J. P. 
Morgan & Co., Kuhn, Loeb & Co., and Kidder, Peabody & Co.*° 
Before this change of policy, $20,000,000 of 3-year 5-percent gold 
coupon notes were sold in 1904 under competitive bidding to Lee, 
Higginson & Co. and Speyer & Co. This, and the issue of 1905 just 
mentioned, to Kidder, Peabody & Co., were the last of the competitive 
offers of American Telephone & Telegraph Co. bonds. All of the 
bonds and notes mentioned in this paragraph were sold at varying 
discounts. The $13,000,000 bonds issued in 1902 in exchange for 
securities were actually recorded as issued at par by arbitrarily 
assigning a sufficiently large value to the securities received in 
exchange. 21 

The sale of $150,000,000 of convertible bonds in 1906 was preceded 
by a whole year of negotiations between President F. P. Fish, of the 
American Co., and John I. Waterbury, a director, who was also 
president of the Manhattan Trust Co. at the time and who repre- 
sented the J. P. Morgan interests. Early in 1905 New York bankers 
had submitted a plan of financing involving the issue of $150,000,- 
000 of bonds, of which all but $15,000,000 were to have been con- 
vertible. A report stressing the inadvisability of such a plan was 
made by three of the principal officials of the company to President 
Fish. Among other objectionable features of the plan, the report 
pointed out that the bankers might retain the bonds until convertible 
and thereby secure a large block of stock which would enable them to 
gain control of the company. In February 1905 President Fish 

i» See exhibit 1360-A. pp. 338-340. 
w Pee ch. 4. sec. 1. mpra. 

» See exhibit 1360-A, pp. 340-342. and exhibit 2096- F, pp. llfr-119 and 129-130. 
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notified J. P. Morgan & Co. that there were “so many practical and 
technical difficulties in the scheme suggested in our conference last 
Friday that it will be some time before we shall be in a position to 
take the matter up on its merits. Absolutely no time will be lost in 
making such investigations as are necessary to a proper consideration 
of the plan.” United States Senator W. M. Crane, of Massachusetts, 
then a director of the company, went on record in February 1905 as 
opposing the plan, and suggested that the necessary money be raised 
by the sale of 4-percent collateral bonds, without the conversion 
clause, and that different parties be permitted to make proposals for 
them. This suggestion was accepted, and $25,000,000 of such bonds 
were sold to Sadder, Peabody & Co., and Baring Bros. & Co., Ltd. 
However, the proceeds from this sale were only sufficient for temporary 
needs, and the company officials continued to consider the advisability 
of an issue of convertible bonds. 22 

The significant features of the first plan considered in 1905 were 
embodied in the 1906 convertible bond issue, despite the opposition 
previously mentioned. The contract between the American Co. and 
J. P. Morgan & Co., Sadder, Peabody & Co., Kuhn, Loeb & Co., and 
Baring Bros. & Co., Ltd., was dated February 8, 1906, 23 and provided 
for the sale of $100,000,000 of convertible 4-percent gold bonds during 
1906, 1907, and 1908, with an option on $50,000,000 more. The 
bonds were convertible at $140 after March 1, 1909. 

After the bankers had paid for $30,000,000 of the bonds in accordance 
with the contract, the original contract was modified in January 1907 
when the company granted an additional discount of 3 percent on the 
entire purchase, and the bankers agreed to make an immediate public 
offering. A further concession was made by reducing the option pyice 
to 87# for the last $50,000,000 of bonds. President Fish, m reply to 
an inquiry from a stockholder, stated that market conditions at this 
time were such that the bankers were unable to offer the bonds to the 

S ublic with any chance of success. The syndicate was dissolved 
une 1, 1908. The Commercial and Financial Chronicle of June 6, 
1908, stated that the Boston News Bureau reported that only a trifle 
over $10,000,000 of the issue had been sold to investors, nearly $90 ; - 
000,000 remaining in the hands of the underwriters. This would indi- 
cate that the bankers who were originally members of the syndicate 
probably held the majority of the bonds until the conversion date, 
March 1, 1909. 

By a later agreement, the bankers refrained from exercising their 
option on the additional $50,000,000 face amount of bonds prior to 
its termination on October 1, 1908, having obtained an extension of 
their option to February 1, 1909. This modified option was exercised 
in November 1908 with the understanding that payment for the bonds 
would be made on or before March 1, 1909. 

An offer of stock to stockholders in June 1907 which had been 
suggested during negotiations resulting in the modified contract in 
January of that year reduced the conversion price of the bonds from 
$140 to about $133.73. If the bankers did hold approximately 
$90,000,000 of the first lot of bonds and, later, the $50,000,000 pur- 
chased under the option, they would have benefited from the lower 

« See exhibit 1360-A, pp. 342-34C; exhibit 2096- A, pp. 62-63; and exhibit 2096-F, pp. 124-126. See also 
discussion In cb. 4, sec. 1, supra. 
n For copy of this contract see exhibit 2096- A, appendix 10. 
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conversion price to the extent of 45,000 to 50,000 additional shares 
of American Co. stock. 

During the 9-year conversion period from 1909 to 1918, all but 
$2,589,000 of the bonds were converted into 1,107,519 shares of capital 
stock at an average price of $132.67 per share. 24 

There was a change in the management of American Co. in 1907 
which appears to be traceable, at least in part, to the influence of the 
banking syndicate that had control of these convertible bonds. 25 
After this change, all new bond issues by the American Co., with one 
exception, were sold under noncompetitive conditions to syndicates 
headed by J. P. Morgan & Co., and, since 1935, to Morgan, Stanley 
& Co., Inc., and their associates, as shown in table 66, page 435. From 
1907 to 1936, inclusive, a total of $900,000,000 of nonconvertible 
bonds, debentures, and notes was sold to the Morgan firms and their 
associates, which resulted in total underwriters’ fees of $23,250,000 
on the $835,000,000 for which the information was available. The 
bankers’ gross spread has varied from $2 to $3.75 per $100 unit. 
The $2 spread applied to some $290,000,000 of 3%-percent debentures 
issued in 1936 as a part of refunding operations. The spread of $3.75 
was allowed on an issue of $100,000,000 of 5%-percent sinking-fund 
gold debenture bonds in 1923. 

It is not possible to pass judgment as to the equitableness of either 
the price of bonds or bankers’ commissions in retrospect, in view of 
the fact that there were no competitive bids and there is no way of 
re-creating today the conditions under which these bonds have been 
sold since 1907. It is a fact, however, that no opportunity was given 
to others to bid on those bonds, and all attempts by Lee, Higgmson 
4 Go., Speyer & Co., and other banking firms to be given an oppor- 
tunity to bid for bonds were rebuffed by the company’s management 
in 1905 and 1906 at the time of the large issue of convertible bonds to 
J. P. Morgan & Co. Since that time, it seems to have been taken for 
granted that financing through bond issues is a bilateral arrangement 
between the American Co. and J. P. Morgan & Co. It is J. P. Morgan 
& Co. that chooses its associates as well as the underwriters who are 
to participate in the bond issues. Members of the investigation staff 
were unable to obtain from the company sufficient data and studies in 
connection with the issuance of bonds for determining the bases used 
for the establishment of the prices at which bonds were sold to J. P. 
Morgan and associates. In connection with a request for such infor- 
mation on the $150,000,000 face amount of 35-year 5-percent deben- 
tures sold in 1930, W. S. Gifford, president, advised C. A. Heiss, comp- 
troller of the American Co., as relayed by the latter to the Com- 
mission, that — 

* * * he knows of no data, memoranda, records of conferences, or conver- 
sations or correspondence involved in that determination other than those which 
have already been made available to you. He also asks me to state that, to the 
best of his recollection, all conversations with the underwriters preliminary to the 
sale of these bonds were carried on between himself, on behalf of the company, 
and Mr. George Whitney, of J. P. Morgan & Co., for the underwriters. 

h The details of the issuance of these 30-year convertible 4-percent gold bonds are presented in table 67, 
p. 437 

M See ch. 4, sec. 1, supra. 
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Table 66. — Nonconvertible bonds, coupon and gold notes issued by American Tele- 
phone & Telegraph Co., years 1904 to 1936 , inclusive 









Banker’s gross 
commissions 1 



Year 

issued 

Principal 

Selling 

Gross pro- 
ceeds 

Offering 



Item 

Particulars 

amount 

issued 

price to 

bankers 

price to 
public 

Spread 
per $100 
unit 

Total 

amount 


(a) 

(b) 

(0 

(d) 

(e) 

(f) 

(g) 

(h) 


Sold to Speyer & Co. 









and Lee, Higginson 
<fc Co.: 








l 

3-year 5-percent 









gold coupon notes, 

1904 

$20, 000,000 

$97.77 

$19, 554, 000 

<») 








Sold to Kidder, Pea* 









body & Co., and asso- 
ciates: 








2 

Collateral trust 4- 









percent bonds, 
due 1929 * 

1905 

20, 000.000 
5, 000,000 

94. 19 

18, 838, 000 
4, 709, 500 

$96.50 

96.50 

$2.31 

2.31 

$462,000 

115,500 



1906 

94. 19 



1910 

7, 700, 000 

85.00 

6, 545,000 

*90.25 

5.25 

404,250 



1911 

17, 300, 000 

85.00 

14, 705, 000 

*90.25 

5.25 

908,250 


Total. 


50. 000,000 


44, 797, 500 



1,890,000 








Sold to J. P. Morgan & 









Co., and associates: 








3 

5-percent 3-year 









gold notes, due 
1910 

1907 

25,000,000 

91.00 

22,750,000 

(*) 



4 

30-year 5-percent 
collateral-trust 




gold bonds, due 
1946 

1916 

80, 000,000 

94.50 

75, 600, 000 

98.00 

3.50 

2,800,000 

5 

4^-perccnt coupon 


notes, due 1918... 

1916 

40, 000,000 

98.00 

39, 200, 000 

(*) 



6 

5-year 6-percent 




gold notes, due 
1924 

1919 

« 40. 000, 000 

97.00 

38,800,000 

99.25 

2. 25 

900,000 

7 

3-year 6- percent 


gold notes, due 
1922 

1919 

50, 000,000 

97.00 

48, 500,000 

99.25 

2.25 

1,125,000 

8 

20-year sinking fund 


5H-pcrcent gold 









debenture bonds, 
due 1943 

1923 

100, 000, 000 

94. 75 

94, 750, 000 

98.50 

3.75 

3, 750, 000 

9 

35-year sinking fund 


5- percent gold de- 
bentures, due 1960 

1925 

125,000,000 

91.50 

114, 375,000 

95.00 

3.50 

4, 375, 000 

10 

35-year 5- percent gold 
debentures, due 








1965 

1930 

150.000,000 

96.50 

144, 750, 000 

99.50 

3.00 

4, 500,000 




Total 


610, 000,000 


578, 725, 000 



17,450,000 








Sold to Morgan, Stan- 









ley & Co., Inc., and 
associates: 



| 





11 

25-year, 3 W -percent 









debentures of 1961 

1936 

« 150,000,000 

99.00 

148, 500,000 

101.00 

2.00 

3,000,000 

12 

30-year 3*4 percent 








debentures of 1966 

1936 

- 140,000, 000 

100.00 

140, 000,000 

102.00 

2.00 

2,800,000 


Total 


290, 000.000 


288, 500, 000 



5, 800,000 







13 

Total 


970, 000, 000 


931,576,500 



25, 140,000 







1 Based on assumption that all bonds were sold by the bankers at the offering price to the public. 

* Data not available. 

* Prior to 1904, $28,000,000 principal amount of this Issue was disposed of to Kidder, Peabody & Co., 
$10,000,000 in 1900 at $95.45, $5,000,000 in 1901 at $95, and $13,000,000 in 1902, which was recorded as issued 
at par in exchange for $12,000,100 par value of preferred stock and $8,000,100 par value of common stock of 
Western Telephone & Telegraph Co. 

« Complete information not available, and 90.25 represents offering price to public of $10,000,000 of the 
$17,300,000 issued in 1911. 

* These notes, together with $25,000,000 principal amount of debentures of Now York Telephone Co., 
purchased from that company at 98. were sold to the bankers at 97 for both issues combined. 

* Does not include $25,000,000 withheld by company and sold to trustee of pension fund at $99. 

T Does not include $20,000,000 withheld by company and sold to trustee of pension fund at $100. 


Source: Exhibit 1360-B, schedule 29- B; exhibit 2096-A, schedule 3; and Report on Communication 
Companies, 73d Cong., 2d sess., H. Kept. 1273, pt. Ill, No. 2, pp. 1176-1177. 
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The conditions under which convertible bonds have been issued 
have been the same as those attendant upon the sale of regular bonds 
and debentures, with the exception of a large issue in 1929 which was 
offered to stockholders and was not underwritten by J. P. Morgan & 
Co. and associates. Other large issues of convertible bonds were 
offered in 1913 in the amount of $67,000,000, and in 1918 in the 
amount of $48,367,200. The 1913 issue was underwritten by the 
bankers, although the bonds were offered to stockholders on a pro 
rata basis. All but $1,556,300 principal amount was taken b^ the 
stockholders at par. The remainder was taken by the underwriting 
syndicate. Underwriters’ fees for this issue were $1,340,000, a little 
less than the amount of the bonds they had to buy. The stockholders 
took only $10,851,600 of the 1918 issue, at a price of 94. Under- 
writers took up the balance of $37,509,800 at the same price. The 
underwriters’ fees were $1,451,016, or 3 percent on the total amount 
offered. It is not known at what price the bankers sold these con- 
vertible bonds. 26 On these two issues of convertible bonds totaling 
$117,000,000, of which the underwriters had to take slightly over 
$39,000,000 at a cost of only a little more than $36,800,000, under- 
writers’ fees were $2,791,016, which did not include, of course, any 

E rofits or losses they may have made or incurred on the resale of the 
onds they took. In 1929 convertible bonds in principal amount of 
$218,009,900 were taken by the stockholders at par. These bonds 
were not underwritten by bankers. However, unsubscribed bonds in 
the amount of $1,102,800 were sold to bankers and brokers at an 
average price of $21 7. 40. 27 

From 1905 to 1936 the American Co. has sold $950,000,000 of 
bonds, notes, and debentures, and $486,112,700 of convertible bonds. 
Of course, all these bonds were not outstanding at the end of 1936. 
In fact, practically all of the convertible bonds have either been 
converted or retired. At the end of 1936, there was outstanding 
$443,093,700 of funded debt, with an additional amount of $138,960,- 
090 principal and premium of bonds called for redemption but not yet 
presented for payment, which, of course, were in the nature of current 
liabilities, and were offset by an equal amount of cash available for 
payment thereof upon presentation. 28 

» A small amount of these bonds which was not underwritten by the bankers or offered to stockholders, 
namely, $1,632,800, was sold In 1924 by the American Co. to Bell Telephone Securities Co. and was then 
converted into capital stock by that company. The average price on these bonds was $118.05. 

According to H. Kept. 1273, 73d Cong., 2d sess., pt. Ill, No. 2, p. 1177, speaking of the 1918 issue: “An 
offering of these bonds was made to the public by Harris Forbes & Co. at 94 percent. The amount offered 
was not specified.” 
w See exhibit 1360-A, pp. 346-349. 

«• See Annual Report to Stockholders of American Co. for 1936, p. 25. 
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Table 67. — Convertible bonds issued by American Telephone <fc Telegraph Co. 9 
years 1906 to 1986 , inclusive 


Item 

Particulars 

Year 

issued 

Principal 

amount 

Selling 

price 

Gross pro- 
ceeds 

Under- 

writers’ 

fees 

Net pro- 
ceeds 


(a) 

(b) 

( 0 ) 

(d) 

(e) 

(0 

(s) 

1 

Sold to J. P. Morgan Sc 
& Co. and associates: 
30-year convertible 4- 
percent gold bonds, 
due 1936. 

f 1908 

HTixiTiTixil 

$89.50 

$26,850,000 

53. 700.000 
8,950,000 

31.500.000 

12.250.000 


$26,850,000 

53. 700.000 
8,950,000 

31.500.000 

12.250.000 

1907 

89.50 



•j 1908 

89.50 




1008 

38. 000. 000 

87.50 




mm 


87.50 





2 

Total of issue. 




133, 250,000 


133,250,000 






3 

Underwritten by J. P. 
Morgan & Co., and asso- 
ciates: 

Convertible 4H-P«cent 
gold bonds, due 1933: 
Bold to stockhold- 
ers 

1913 

85, 443, 700 

* 1,558,300 

100.00 

100.00 

85, 443,700 

1,556,300 

$1,308,874 

31,126 

64, 134, 826 

1, 525, 174 

4 

Sold to underwrit- 
ers 

1913 



5 

Total of issue... 


67,000,000 


67, 000, 000 

1,340,000 

65,660,000 





6 

7-year 8-percent con- 
vertible gold bonds: 
Sold to stockhold- 
ers 

1918-19 

10. 851, 600 

» 37, 509, 800 

5,800 

94.00 

94.00 

102. 155 

10,200,504 

35, 259, 212 

5, 925 

325,548 

1, 125, 294 

174 

9,874,956 

34,133,918 

5,751 

7 

Sold to underwrit- 
ers 

1918 

8 

Unsubscribed 
bonds sold to 
Kidder, Peabody 
Sc Co 

1919 



9 

Total under- 
written by 
baukers 


48, 367, 200 

1.832,800 


45,465,641 

1,927,520 

1,451,016 

44,014,625 

1,927, 520 

10 

Bonds not underwritten by 
bankers or offered to 
stockholders, sold to Bell 
Telephone Securities Co._ 

1924 

118.05 



11 

Total of issue 


50, 000,000 


47,393, 161 

1,451,016 

45,942.145 




12 

Offered to stockholders 
without underwriting by 
bankers: 

10 -year convertible 4 H- 
percert gold deben- 
ture bonds due 1939: 
Sold to stockhold- 
ers 

1929-30 

218, 009, 900 

1, 102, 800 

100.00 

218,009,900 

2, 397, 510 


218,009,900 

2,397,510 

13 

Unsubscribed 
bonds sold to 
bankers and 
brokers 

1929-30 

217. 402 





14 

Total of issue... 


219,112,700 


220, 407, 410 


220, 407, 410 





15 

Total convertible 
bonds issued.. 


488,112.700 


468, 050, 571 

2,791,016 

465, 259. 555 






1 No data available on prices at which these bonds were offered to public by bankers, if any were so offered, 
except an offering of the 1018 issue by Harris, Forbes Sc Co. at 94 which did not specify the amount offered. 

Source: Exhibit 1360-B, schedule 298. 
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Marketing of Associated Company Bonds. 

Since the accession of J. P. Morgan & Co. as the dominant banking 
interests in the affairs of the Bell System in 1906-7, not only American 
Co. bond issues, but also associated company bond issues have been 
sold through syndicates organized by this firm. A tabulation of 
associated company bond issues from 1923 to 1936, inclusive, indicates 
that in this period, of the total amount of $411,000,000 principal 
amount of bonds sold, all but $10,000,000 were sold to either J. P. 
Morgan & Co. and associates or, since 1935, to Morgan, Stanley & 
Co., Inc., and associates. The exception was an issue of $10,000,000 
of debentures by the Southern New England Telephone Co., which is 
one of the two associated companies that are not controlled by 
the American Co. by ownership of a majority of common stock. 
The commission on the purchase and flotation of the remaining 
$401,000,000 of bonds amounted to $10,859,000. The spread per 
$100 unit has varied from $3.50 in 1924 to $2 in 1935^-36. These 
bonds also have been sold without any competitive bidding. No 
studies have been made to determine whether the prices at which the 
bonds were sold to the banking syndicate were the best available. 
The amounts, dates, the name of issuing company, the price, and 
the bankers’ commission on these associated company bonds are 
given in table 68, below. 

Table 68. — Funded debt issued by associated Bell Telephone companies , years 

1923 to 1936 , inclusive 


Item 


Particulars 


(a) 


1 

2 


4 


5 


Sold to J. P. Morgan <fc 
Co. and associates: 
The Bell Telephone 
Co. of Pennsylva- 
nia: First and re- 
funding mortgage 
5-percent bonds: 

Series B, due 
1948 

Series C, due 

1960 

Illinois Bell Tele- 
phone Co.: 

First-mortgage 
5-percent 
bonds, series 

A, due 1956.. 
Southwestern Bell 

Telephone Co.: 

First and re- 
funding mort- 
gage 5-per- 
cent bonds, 
series A, due 

1954 

New England Tele- 
phone & Tele- 
graph Co.: 

First -mortgage 
^-percent 
bonds, series 

B, due 1961... 


Year 

issued 

Principal 

Selling 

Oross 

proceeds 

Offering 

Bankers’ gross 
commissions 1 

amount 

issued 

price to 
bankers 

price to 
public 

Spread 
per $100 
unit 

Amount 

(b) 

(c) 

(d) 

(e) 

(0 

(g) 

<b) 

1923 

$35, 000, 000 

$95H 

$33, 425,000 

$98^ 

$3 

$1,050,000 

1925 

50, 000,000 

97 

48,500,000 

100 

3 

1,50^,000 

1923 

50,000,000 

92 

46,000,000 

95X 

3H 

1,625,000 

1924 

50,000,000 

90 

45,000,000 

03H 

3H 

1. 75a ooo 

1926 

40, 000,000 

91 H 

36, 600,000 

WH 

3 

1,200,000 


* Based on assumption that all bonds were sold by the underwriters at the offering price to the public. 
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Table 68. — Funded debt issued by associated BeU Telephone companies , years 
1923 to 19S6 t inclusive — Continuea 


Item 


6 


8 


9 


10 


11 

12 

13 

14 


Particulars 


Year 

issued 


(a) 


(b) 


Sold to J. P. Morgan & 
Co. and associates— 
Continued. 

Southern Bell Tele- 


phone A Tele- 
graph Co.: 

First -mortgage 
5-percen t 
bonds, due 


1941 


1929 


Total 

Sold to Chas. W. Scran- 
ton & Co.: The South- 
ern New England 
Telephone Co.: 
40-year 5-percent 
debentures, due 
1970 


Sold to Morgan, Stan- 
ley A Co., Inc., and 
associates: 

Illinois Bell Tele- 
phone Co.: 

First and re- 
funding mort- 
gage 34-per- 
cent bonds, 
series B, due 
1970 

Southwestern Bell 
Telephone Co.: 
First and re- 
funding mort- 
gage 34-per- 
cent bonds, 
series B, due 
1904 

The Pacific Tele- 
phone A Tele- 
graph Co.:Refund- 
ing mortgage 34- 
percent bonds: 
Series B, due 

1906 

8eries C, due 


1906. 


1935 


1935 



Total. 


Total. 


Principal 

amount 

issued 

(0 

Selling 
price to 
bankers 

(d) 

$32,000,000 

$974 

257, 000,000 


10,000,000 

100 

*45, 000,000 

1004 

4 44, 000, 000 

1004 

30,000,000 

994 

25,000,000 

103 

144, 000, 000 


411,000,000 



Gross 

Offering 

Bankers’ gross 
commissions » 

proceeds 

price to 
public 

Spread 
per $100 
unit 

Amount 

(e) 

(0 

(g) 

(h) 

$31,120,000 

$100 

$24 

$880,000 

240, 645,000 

10,000,000 



8,005,000 

250,000 

*1024 

24 

45, 225, 000 

1024 

2 

874,000 

44, 220, 000 

1024 

2 

880,000 

29,850,000 

1014 

2 

600,000 

25, 750, 000 

105 

2 

500,000 

145, 045, 000 



2,854,000 



395, 690,000 



11, 109,000 




* Discount of 4 of 1 percent to institutions disregarded in computations. 

* Includes $1,300,000 principal amount which was not underwritten, but was sold to trustee of pension fund 
at 100,4 plus accrued interest, and has been excluded in computing bankers’ commissions. 

4 Excludes $1,000,000 principal amount which was not underwritten, but was sold to trustee of pension 
funds of Bell System companies in 1936 at 1004 plus accrued interest. 

Source: Exhibit 2090-A, schedule 4; and report on communication companies, H. Kept. 1273, pt. III. 
No. 2, 73d Cong., 2d sess., pp. 1321, 1474-5, 1603, 1990, 2046, and 2085. 


155210—39 30 
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SECTION 4. STOCK ISSUES 

The policy of American Telephone & Telegraph Co. has been to 
acquire common stock in associated companies in conversion of ad- 
vances previously made. The American Co. itself obtains the neces- 
sary funds for this purpose principally by the issue of its own common 
stock to the public. The common stock of the American Co. is 
issued under conditions that raise certain pertinent questions wdth 
regard to the problem of financing a public utility, the problems of 
cost of capital and the rate of return to be allowed on public-utility 
property. It is for these reasons that circumstances surrounding 
stock issues of the American Co. are discussed in some detail in this 
section. 

Stock Issues of American Bell Telephone Co. Prior to 1900. 

In chapter 1 it is shown that the American Bell Telephone Co. ac- 
quired the net assets of National Bell Telephone Co. in 1880 for 
$5,100,000 par value of capital stock. In the following 20 years, 
the American Bell Telephone Co. issued $20,786,300 par value of 
additional common stock. Of this amount, $1,145,000 par value was 
issued in conversion of convertible notes, and the balance, $19,641,300 
par value, was sold for cash at a premium of $6,816,559, or total 
proceeds of $26,457,859. These sales of capital stock are summarized 
below: 


Source: Exhibit 1360-A, pp. 301-305. 

Over 90 percent of the capital-stock sales during these 20 years 
were made under circular offers to stockholders. From 1880 through 
1893 the offers were made at par. In 1894, the Massachusetts Legis- 
lature, in authorizing an increase in the capital stock of the American 
Bell Telephone Co., required that the additional authorized stock 
should be offered to stockholders “* * * at the market value 

thereof at the time of increase, as shall be determined by the com- 
missioner of corporations * * 29 Consequently, in 1894, 1895, 

1896, and 1897 over 45,000 shares of common stock were issued at an 
average price of more than $200 per share. These sales were made 
under circular offers to stockholders. Previous to this requirement, 
when stock was being offered at par, usually stockholders subscribed 
to more than 99 percent of the offers. In 1894 less than 33 percent 
and in 1895 less than 42 percent of the stock offers were subscribed 
by the stockholders or their assignees. In 1896 and 1897 over 80 
percent and 94 percent, respectively, of the stock offers were sub- 
scribed by the stockholders. Furthermore, practically all sales of 
unsubscribed stock to others have been made at premiums as indicated 

*• See ch. 1, p. 9, supra. See also exhibit 1350- A, p. 304, and exhibit 1260-C, appendix SE. 
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Particulars 

Par value 

1 

Premiums 

Under circular offers to stockholders: 

Sales at par 

Sales at a premium 

$13.289. 100 
4, 539, 100 

$4,810,956 

Total- 

Unsubscribed and unoffered shares sold, Including proceeds 
from sales of rights 

17,828,200 

1,813, 100 

4,810,856 

2,005,603 

Total 

19,641,300 

6, 816* 659 


Total pro- 
ceeds 

513.289, 100 
9,350.056 

22, 639, 156 

3,818,703 

26,457,859 
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in the above tabulation. The average price of such unsubscribed 
shares sold has been well over $200 per share. 

The policy of issuing shares at par, with their high earning power, 
as expressed by the $15 and $18 dividends per share that the American 
Bell was paying after 1883, and with the market prices much higher 
than par, gave the stockholders the opportunity of either purchasing 
additional shares at par, with the possible prospects of receiving the 
same high rate of dividends on these new snares, or of realizing sub- 
stantial amounts of cash immediately by selling their rights to others. 
The stockholders who chose the latter alternative, however, sold a 
part of their proportionate equity in undistributed profits and in 
future profits of the company. This was a valuable right, which 
the management and the stockholders of the American Bell Tele- 
phone Co. were disinclined to forego. The requirement of the statute 
of Massachusetts that new stock must be issued at or near market 
price was one of the factors that entered into the decision of the 
company to change the control of the Bell System from the American 
Bell Telephone Co., which was a Massachusetts corporation, to the 
American Telephone & Telegraph Co., a New York corporation, 
where there were no such restrictions. This was done, as previously 
explained, as of December 30, 1899. 

Stock Issues of the American Co. (1900-35). 

The authorized capital stock of the American Co. was $100,000,000 
in 1900. This increased steadily until in 1931 the company obtained 
further authority to increase its outstanding stock to $2,500,000,000. 
At the end of 1935 the authorized issue was still the same amount, 
and the par value of outstanding shares was $1,866,227,500. Of 
this amount, $51,772,600 par value was issued as of December 30, 
1899, on a 2 for 1 basis, in exchange for the outstanding capital stock 
of American Bell Telephone Co.; $1,135,092,000 par value was issued 
at par under circular offers to stockholders; and $679,362,900 par 
value was issued at varying amounts of premiums, which totaled 
$281,018,238. Thus, after the 2 for 1 exchange for American Bell 
stock, $1,814,454,900 par value was issued during the years 1900 to 
1935, inclusive, of which 62.56 percent was sold at par under circular 
offers to stockholders and 37.44 percent was issued at a premium 
of $281,000,000. 

A further analysis of stock issues by years, as indicated in table 
69, page 442, shows that the largest amount of paid-in capital recorded 
for new issues of stock was in 1930, when there was an increase of 
$663,107,581 in total paid-in capital. The year 1928 produced 
$192,125,735 in paid-in capital; 1926, 1924, 1922, 1921, and 1909 
were important years showing large increases in paid-in capital. 
The greatest average annual increase in paid-in capital came during 
the 9 years 1923 to 1931, inclusive, when there was an increase of 
$1,383,186,351 in total paid-in capital, of which $763,804,200 resulted 
from stock issued at par and the rest was obtained from the issuance 
of $402,684,500 par value of stock, at a total premium of $216,697,651. 

The stock issued at par has been sold under circular offers to stock- 
holders pursuant to tne preemptive rights reserved to stockholders 
by the corporation laws of New York State, where the American Co. 
is incoiporated. The premium has resulted from the issuance of 
shares in conversion 01 convertible bonds, from the sale of stock 
unsubscribed by the stockholders or their assignees under the cir- 
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culftr offers which have been sold to others, from sale to employees 
under stock-purchase plans on installment subscriptions, and in 
exchange for securities of other companies. In order to obtain a 
clear view of the methods adopted by the company in financing its 
needs, it is necessary to consider these two classes of stock issues — 
those issued at par and those issued at a premium — separately. 

Table 69. — Summary of authorized and outstanding capital stock of American 
Telephone & Telegraph Co., 1900 to 1985 , inclusive 


As of Dec. 
31— 

(a) 

Far value 
authorized 

(b) 

Capital stock outstanding 

Increase during year 

Par value 1 

(c) 

Premium * 

(d) 

Total paid- 
in capital 

(e)=(f+g+h) 

Par value 
of stock 
issued at 
par 

(f) 

Stock issued at 
premium 

Par value 

(g) 

Premium 

(h) 

1900 

$100, 000, 000 

$56. 990. 100 


i $5. 217, 500 

* $5, 217, 5CX) 



1901 

150,000, (XX) 

72, 540, 200 

$13,917 

15. 564,017 

15,492,800 

$57, 300 

$13,917 

1902 

1.50, 000, (XX) 

87, 836, 100 

2, 705,541 

17, 987, 524 

10, 198. 900 

5,097,000 

2,691,624 

1903 

250, 000. (XX) 

127, 068, 900 

2. 708. 656 

39. 235,915 

39. 227, 500 

5. 300 

3,115 

1904 

2,50, 000. 000 

131,551.400 

2, 709, 649 

4, 483, 493 

4. 479, 300 

3,200 

993 

1905—07 

250, 000, (XX) 

131,551, 4(X) 

2, 709, 649 





1908 

250.000,000 

158, 476, 000 

3. 471,812 

27, 687. 363 

20. 973, 800 

5, 951, 400 

762, 163 

1909 

300, OCX), (XX) 

256. 475, 300 

37,918, 705 

132, 445, 593 


97, 99a 700 

34, 446. 893 

1910 

500. 000. 000 

263, 335, 600 

40. 233, 192 

9. 174, 787 


6. 860. 300 

2,314. 487 

1911 

500, 000, (XX) 

318, 427, 500 

44, 788, 754 

59. 647, 462 

41, 200, 700 

13,891,200 

4. 555, 562 

1912 

500, (XX). 000 

334, 805, 700 

45, 5<X). 536 

17,098,982 

13, 652. (XX) 

2. 726, 200 

720.782 

1913 

500, (XX). (XX) 

344, 616. 300 

48, 103. 133 

12,404. 197 

900 

9, 809. 700 

2. 593. 597 

1914 

500, 0(H), (XX) 

344, 681, 900 

48. 120, 477 

82. 944 


65, fXX) 

17. 344 

1915 

500.' 000i 000 

380, 477, 1(X) 

55. 296, 721 

42, 971,444 


35, 795, 200 

7. 176, 244 

1916 

500. (XX). (XX) 

395, 603, (XX) 

58, 357, 271 

IS. 187, 050 


15, 126,500 

3, 060. 550 

1917 

500, 000, (XX) 

435,641.200 

58. 555, 359 

40. 235, 688 

39, 106,000 

931,600 

moss 

1918 

500, 000, (XX) 

441,947, 100 

60, 115, 706 

7, 866, 247 

27,600 

6. 27a 300 

1,560. 347 

1019 

500, 000, 000 

441.981. 200 

60. 122, 426 

40, 820 

500 

33, 600 

6. 720 

1920 

750, 000, (XX) 

442, 825, 4(K> 

60, 267, 256 

989. 030 


844. 200 

144,830 

1921 

750, 000. 0(X) 

5-18, 185, 300 

62. 074.417 

107, 167,061 

83, 790, 200 

21,569.700 

1.807.161 

1922 

750, (XX), 000 

699, 347, 400 

64. 140, 093 

153, 227. 776 

97, 920, 100 

53. 242, (MX) 

2, 065, 676 

1923 

1,000, 000, (XX) 

735, 519, 200 

j 65, 019, 764 

37, 051,471 

19. 283. 800 

16 , ssa ooo 

879. 671 

1924 _ _ 

1,000,000, (XX) 

888, 478. 100 

65. 880. 531 

153, 819, 667 

128, 253, 700 

24, 705, 200 

860.767 

192,5.. 

1.500,000,000 

921, 697, 500 

| 67,153,429 

34, 392. 298 

20, 921, 100 

12, 19a 300 

1, 272, 898 

1926 

1, 500, 000. 000 

1, 064, 327. 800 

1 68. 46a 081 

144.044,952 

134,912,800 

7,817.500j 

1.314.652 

1927 

1,500, (XX), 000 

1. 103,415,600 

i 72. 760, 797 

43. 380. 516 

17,641,400 

21. 446, 400 1 

4, 292, 716 

1928 

1,500, 000,000 

1, 289, 691, 400 

, 78. 610, 732 

192, 125. 735 

164.494,300 

21, 781, 500, 

5, 849. 935 

1029 

2, (XX), 000, (XX) 

1,322,339, 800 

81. 604, 582 

35. 642, 250 

20. 7<>9. 200 

11, 939, 200 1 

2. 993. a50 

1930 

2, (XX), 000, (XX) 

! 1,795,651.200 

271, 400. 763 

663, 107, 581 

218, 667, 100 

254, 644. 300; 

189, 796, 181 

1931 

2, .500, 000, (XX) 

1,865,836,100 

' 280, 837, 741 

79. 621, 881 

3S, 920, 800 

31. 264, 100 

9. 436.981 

1932 

2. 500, 000, 000 

1. 866. 227, 500 

281.018.23Sl 

571, 894 


391, 400 

180, 494 

1933-35. ... 

2, 500, 000, 000 

1.866. 227, 500 

281.018.238 






Totals: 





1 



1900-35.. 




2, 095. 473, 138 

1, 135, 092.000 

679, 362, 900 

281, 0ia 238 

1913-35. . 




1, 766 930, 502 

984. 649, .500 

546. 772. 3(X) 235.508.702 

1923-35.. 




1, 383, 758, 245 

763, 804, 200 

403, 075! 900 

216,87a M5 

1923-31.. 




1,383, 186, 351 

763, 804, 200 

402. 684, 500 

216. 697. 651 


i Includes $51,772,600 par value of stock delivered in 1900 end subsequent years, as of Dec. 30, 1899, on 
2-for-l basis, in exchange for $25,886,300 par value of outstanding stock of American Bell Telephone Co., In 
connection with consolidation completed during 1900. 

* Includes premium of $12,269,160 received upon sale in 1902, 1908, and 1909 of $32,110,400 par value of 
treasury stock received from American Bell Telephone Co. in Dec. 30, 1899 consolidation which was credited 
to reserve for contingencies and surplus by the company. 

» Does not include $51,772,600 par value of stock delivered in 1900 and subsequent years, as of Dec. 30, 
1899, to stockholders of American Bell Telephone Co., in connection with consolidation referred to in note 
1 above. 

Source: Exhibit 1360- A, table 57, p. 293, and exhibit 1360-B. schedules 27A and 27B, 


Stock Offers Under Subscription Rights at Par. 

Since March 1900 there have been 13 offers of capital stock to 
stockholders under circulars as shown in table 70. A total of 
11,493,294 shares was offered during the period 1900 to 1930, in- 
clusive, of which 11,350,920 were subscribed by the holders of rights, 
or 98.76 percent of the total number of shares offered. The lowest 
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ratio of subscriptions to shares offered was 93.29 percent in 1921. 
In most years, over 98 percent, and often over 99 percent, of the shares 
offered has been subscribed by holders of rights. 30 This does not 
mean, however, that all of the stockholders took advantage of the 
offer to subscribe for additional shares of stock at $100 per share. 
On the contrary, a large number of the stockholders of record, indeed, 
usually over 40 percent of the total number of stockholders at the 
time of stock offers, did not subscribe to the shares, but preferred to 
sell their subscription rights to others. In 1930, for instance, there 
was an offer of 2,579,407 shares, of which 99.86 percent was actually 
subscribed; but of the total number of stockholders on record date, 
namely, 508,778, only 261,574 or 51.41 percent of the total number of 
stockholders, subscribed for the shares offered. It is obvious that, in 
view of the almost 100 percent subscription for the shares, the stock- 
holders who did not subscribe personally, nearly 250,000 of them, 
must have sold their rights to others. Because of the different 
amounts of stock held per stockholder, it is not possible to disclose 
from the facts summarized in tables 70 and 71, the number of shares 
that were subscribed by the stockholders originally entitled thereto, 
and the number taken by others through purchase of rights in the 
open market. 31 It is, however, definitely established that between 
40 and 50 percent of the stockholders preferred to sell their rights to 
others. This condition has prevailed in every year, where there is 
the necessary information available, when stock was offered to stock- 
holders under subscription rights. 

Table 70 . — Summary of capital stock offers at par to stockholders by American 
Telephone & Telegraph Co., years 1900 to 1985, inclusive 


Date of offer 

Expiration date of rights 

Basis of 
offer: one 
share for 
number 
of shares 
held 

Total num- 
ber of stock- 
holders on 
record date 

Number of 
shares offered 
at par 

(a) 

(b) 

(c) 

(d) 

(e) 

Apr. 18, 1900 

June 30, 1900 

5 

0) 

(*) 

0) 

0) 

19, 343 
41, 128 
69, 963 
151,853 
230. 387 

103, 545 
207, 090 
219, 370 
219, 432 
219, 252 
550,865 
395,506 
898, 195 
1, 189, 152 

June 5, 1901.. 

July 15, 1901 

3 

June 10, 1902 

Aug. 15, 1902 

4 

June 15, 1903.. 

Aug. 15', 1903 

5 

June 5, 1907 

June 26, 1907 

6 

June 20, 1911 

Aug. 31, 1911 

5 

Nov. 22, 1916 

Jan. 22, 1917 

10 

May 10, 1921 

Julv 20, 1921 

5 

Aug. 24, 1922.. 

Nov. 1, 1922 

5 

May 20, 1924 

Aug. 1, 1924 .. 

5 

316, 048 
371, 347 
432, 004 
508, 778 

1,511,575 

1, Ml, 275 
1,858, 630 

2, 579, 407 

Mav 19, 1920 

Aug. 2, 1926 

6 

May 16, 1928 

Aug. 1, 1928 

6 

Apr. 16, 1930 

Aug. 1, 1930 

6 




Total 




11,493,294 

1 1 




* Not available. 

Source: Exhibit 1360-A, p. 309. 


30 See table 71, below. 

11 The Bell Telephone Securities Co. was active in buying and selling rights to facilitate this process of 
transferring rights from stockholders who did not wish or could not subscribe to stock to others who were 
willing to buy and exercise them. See exhibit 250, pp. 48-50. 
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Table 71 . — Number and percent of total stockholders subscribing , number and per- 
cent of total shares subscribed, and market prices of rights to subscribe to American 
Telephone & Telegraph Co. stock offers at par , years 1900 to 1935 t inclusive 


Year of stock offer 

(a) 

Stockholders of 
record who exer- 
cised rights 

Shares subscribed 
at par 

Market prices of rights required to 
purchase 1 share at par 

Number 

(b) 

Percent 
of total 

(0 

Number of 
shares 

i 

(d) 

Percent of 
total of- 
fered 

(e) 

High 

CD 

Low 

(8) 

Average of 
high and 
low 

GD 

1900 

0) 

0) 

» 102, 972 

90.46 

$42.60 

$36.00 

$38.75 

1901 

0) 

(}) 

» 206, 120 

99.53 

54.00 

45.375 

49.6875 

1902 

(*) 

(») 

> 218, 748 

99.72 

63.00 

68.00 

60.50 

1903 

0) 

h 

• 218,320 

99. 49 

32.50 

24.6875 

28.5B37S 

1907 

0) 

0) 

209,738 

95.66 

4.56 

1.50 

3.03 

1911 

23, 074 

56. 10 

548, 536 

99.58 

36.25 

26.25 

31.25 

1916 

*29, 127 

41.63 

391,341 

96.95 

21.26 

18.75 

20.00 

1921 

•58,647 

38. 62 

837,902 

93.29 

4.375 

.625 

2.50 

1922 

129,965 

56.41 

1, 172, 039 

96.56 

23. 126 

14.375 

18. 75 

1924 

174, 721 

55.28 

1, 491, 748 

98.69 

22.1875 

14.6875 

18. 4375 

1928 

211,762 

67.03 

1, 525, 542 

96.98 

40. 125 

34.50 

37.3125 

1928 

247, 876 

67.38 

1, 852, 035 

99.65 

96. 75 

68.25 

82.50 

1930 

261, 574 

61.41 

2,575,879 

99.86 

150.00 

96.00 

123.00 

Total 



11, 350, 920 

96.76 












1 Not available. 

* Does not include 219 shares included by company in number of shares subscribed under circular offers,, 
which, however, wore really sold at a premium since the rights to them were acquired by the company dur- 
ing the years 1900 through 1903 and were sold at a total of $4,537. 

• Approximate. 

Source: Exhibit 1360-A, pp. 309-311; Comptroller’s Annual Report of American! Telephone & Tele- 
graph Co. for 1936, statements 141 and 144; and additional data obtained from company’s records and flies. 


From 1900 to 1906, the annual dividend rate on American Co. 
stock was $7.50 per share. From 1906 to 1921, it was $8 per share, 
and since 1921 it has been $9 per share. The reasons why only about 
half of the stockholders of record exercise their rights directly may 
be only inferred from the available data. One of the explanations 
may be that since stock has been offered usually on the basis of one 
share of stock for every five or six shares held, many stockholders 
who owned less than five or six shares would have to acquire rights 
from others, in order to complete the necessary number of rights that 
would entitle them to obtain an additional share of stock at par 
from the company. In the proportion in which they would have to 
do this, the pnce of the new stock to themselves would tend to approx- 
imate the market price of American Telephone & Telegraph Co. 
common stock, which would mean that they would be paying con- 
siderably more than $100 per share. This necessity may have been a 
deterrent to holders of a small number of shares to participating in 
new stock issues. Between 35 and 40 percent of the total number of 
stockholders since 1920 at least, have owned on the average about 3 
shares each. 82 These people would certainly have to acquire either 
more rights from others, in order to be able to buy a share of American 
Co. stock under the circular offers, or sell their rights to others. 
Many have chosen the latter alternative. 

The price of rights . — There was also a direct incentive to dispose of 
these rights because of the very high price that they have brought in 
the open market. With the exception of the years 1907, 1917 to 
1921 inclusive, 1932, 1933, and 1935, American Telephone & Tele- 

*• See exhibit 230, tables 10 and 11, pp. 32 and 33, respectively. 
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graph Co. common stock has consistently sold, even at its lowest, 
above par. 83 Although the usual range has been somewhere between 
$120 and $150 per share in the open market, the stock went up as 
high as $310.25 in 1929, and as low as $70.25 in 1932. In every year 
in which stock has been offered to stockholders at par, its market 
value has been above par, with the exception of short intervals in 
1907 and 1921. Consequently, the rights to subscribe to American 
Co. common stock at par have had a market value which, under 
ordinary circumstances, would make up the difference between par 
and market value of the stock itself. The price of the number of 
rights required to purchase one share of stock at par, as shown in 
table 71, page 444, indicates that, with the exception of 1907 and 
1921, these rights have carried very high market prices. The highest 
was in 1930, when six rights, which were required to buy one share of 
stock, at par from the company, were worth $150 at the “high” and 
$96 at the “low,” the average for the period of offer from April 16, 
to August 1, 1930, being $123 for six rights. In 1928, the highest 
market price for six rights was $96.75, and the lowest $68.25, the 
average for the period of offer from May 16 to August 1, 1928, 
being $82.50. In other years as well, the rights have been very valu- 
able. Only in 1907 and 1921, 2 years of severe market reaction, did 
the rights not carry any considerable market prices. Under these 
circumstances it is no surprise, naturally, that many stockholders 
preferred to sell their rights and capitalize on their market value. 

The meaning of rights ** — The price of rights has a distinct economic 
significance from several points of view. To make this clear, let us 
assume that all of the stockholders of record subscribed for the stock 
offered at par. In that case, there would be no change in the relative 
equity ownership of the different stockholders, since they would all be 
participating in the purchase of new shares in the same proportion in 
which they own shares already outstanding. Consequently, even 
though the equity value of the stock, namely, par value plus premium 
and surplus, is higher than the price at which the stock is offered, the 
reduction in equity value per share would apply equally to all shares 
outstanding and, therefore, to all stockholders in the proportion in 
which they hold stock. Furthermore, their participation in future 
earnings would also be in the same proportion in which they have held 
stock m the company. If, however, existing stockholders allow an 
outsider to obtain shares in the company, or allow other stockholders 
to increase their proportion of the shares held in the company, by pay- 
ing in less than the equity value of the stock, then the equity value, as 
well as the right to participate in future earnings of the company is 
diluted in favor of the new stock and therefore, the existing stock- 
holders whose proportion of ownership is thereby diminished lose a part 
of their equity and a proportionate share of their right to participate 
in future earnings. The amount which stockholders realize upon sale 
of subscription rights may be considered in the nature of compensation 
for the proportion of their equity and consequently of their right to 
participate in future earnings surrendered in connection with such 
sales, and any resulting loss m equity value. 38 

» See table 73, p. 448, infra. 
h See exhibit 2115, pp. 32-33. 

» When stockholders sell their subscription rights and they are exercised by others, such stockholders 
always lose a part of their proportionate equity in the company. A loss in equity value occurs only when 
new stock is offered at a price Delow the equity value of the then outstanding shares. 
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The total market value of the number of rights required to entitle 
the holder to purchase one new share of stock at the circular offering 
price tends to approximate the amount by which such offering price 
is less than the market price of the then outstanding shares. Thus, 
the approximate market price of rights is ascertainable through a 
simple arithmetical calculation. The extent to which the market 
value of any particular issue of rights is governed by the general rule 
laid down above is affected, of course, by circumstances surrounding 
the issue, such as the basis of the offering (number of rights required to 
entitle the holder to one new share, basis of payment for new shares, 
etc.), and the percent relation of the offering price to both the market 
price of the outstanding stock and its equity value. 36 

Stock Issues at Premium. 

Up to this point, the circumstances surrounding the issue of stock 
at par under circular offers to stockholders have been considered. 
Nearly 40 percent of the shares now outstanding, however, have been 
issued at premium. As stated before, in the years 1900 to 1935, 
inclusive, stock of the par value of $679,362,900 has been issued above 

E ar, resulting in a premium of over $281,000,000. These shares have 
een issued under different circumstances as follows: 


Particulars 

Par value 

Premium 

Average 

paid-in 

capital 

Issued to retire convertible bonds - 

$420, 952, 100 
13, 884, 600 
238, 526, 200 

$216, 164,664 
5,016,394 
59, 837, 180 

$150.63 
136. 13 
125.09 

Unsubscribed shares sold 

Other shares issued . 

Total 

679,362,000 

281,018,238 

141.36 



Source: Tables 72 and 73, infra. 


The largest amount of stock issued at premium consisted of those 
shares issued in conversion of bonds. In 1929 a large issue of con- 
vertible bonds was offered to stockholders, as discussed in section 3, 
most of which was converted in 1930 into $206,189,700 par value of 
stock, resulting in a premium of $164, 855, 341. 37 The average rate 
at which this conversion took place was $179.95 per share. 38 Previous 
to 1930 the largest amount of conversion took place in 1909, when 
$75,888,300 par value of stock was issued in conversion of bonds, 
which produced a premium of $25,602,733, or at the rate of $133.74 
per share. With the exception of some $59,000,000 par value of stock 
jssued in conversion of bonds in the years 1920-25, all other con- 
versions were made at a rate higher than $120 per share. The 
average rate of conversion for the whole period 1900-35, as stated 
above, was $150.63; for the period 1913-35 it was $155.85, and for 
the years 1923-31 it was $173.72. 

3# Naturally, changes In the market rate of return as expressed by fluctuations of the market price of the 
stock would also influence the price of rights. Speculative factors generated by the very oiler of rights 
create additional forces that affect the price of rights. 

* 7 See table 72. 

See table 73. 
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Table 72 . — Summary of capital stock of American Telephone & Telegraph Co., 
issued at premium years 1900 to 1935 , inclusive 


Year ended 
Dec. 31— 

(a) 

Total stock issued at 
premium 

Issued to retire con- 
vertible bonds 

Unsubscribed 
shares sold 

Other shares issued 

Par value 

(b) 

Premium 

(c) 

Par value 

(d) 

Premium 

(e) 

Par value 

(f) 

Premi- 

um 

(g) 

Par value 

(b) 

Premium 

(0 

1900 









1901 

$57, 300 
5, 097, 000 
5.300 
3,200 

$13,917 
2, 691,624 
3. 115 
993 



$57, 300 
97,000 
5,300 
3,200 

$13,917 
16, 624 
3, 115 
993 



1902 



1 $5, 000, 000 

$2, 675, 000- 

1903.. 



1904 





190.5-07 





1908 

5. 951.400 
97, 99s. 700 
6. 860. 300 
13. 891.200 
2. 726, 200 
9, 809. 700 

65.600 
35, 795, 200 

15, 126, 500 
931.600 

6, 278, 300 

33.600 
844.200 

21.569,700 
53. 242. 000 

16, 888. 000 
24, 705, 200 
12. 198, 300 

7, 817, 500 
21. 446, 400 
21.781,500 
11.939.200 

254. 644, 300 

31.264, 100 
391, 400 

762. 163 
34. 446. 893 
2. 314. 487 

4, 555, 562 
720. 782 

2. 593, 597 
17, 344 
7, 176,244 
3. 060. 550 
198, 088 

1, 560. 347 

6. 720 
144.830 
1.807. 161 
2. 065. 676 
879. 671 
860. 767 
1.272, 898 
1.314.652 
4,292,716 

5. 849. 935 

2. 993, 850 

189, 796. 181 

9, 436, 981 
180, 494 



951,400 

12, 163 

1 5, 000. 000 

1 22, 110,400 

750,000 
8, 844, m 

1909. 

1910 

$75. 888. 300 
6. 860, 300 
13,891.200 
2. 726. 200 
9, 809. 700 

65.600 
35. 795. 200 

14. 728. 700 
931.600 
278.300 

33.600 
844,200 

15, 123.900 
23. 721.600 

6. 428. 200 

7. 603. 900 
6,031.900 

$25. 602. 733 
2,314,487 
4, 555. 562 
720. 782 
2, 593. 597 
17, 344 
7, 176, 244 
2, 988. 946 
198,088 
60, 347 
6, 720 
144,830 
1,042.717 
1,948, 856 
662. 276 
686. 562 
589, 232 

1911 

1912.... 









1913 





1914 





1915 





1916 

397, 800 

71,604 



1917 



1918 



3 6, 000, 000 

1,500,000 

1919 



1920 





1921 

6, 445, 800 

764,444 



1922 

1923 

* 29. 520. 400 
3 10.459.800 
3 17, 101,300 
3 6, 166. 400 
3 7. 367. 900 
3 20. 154. 500 
3 19. 748. 800 
3 11.939.200 
f 3 31. 302. 000 
\« 15. 000 000 
3 31.264, 100 
* 391.400 

116, 820 
217. 395 
174. 205 
683. 666 
1, 108. 514 
3,221.861 
4. 069. 694 
2. 993. 850 
8. 864. 540 
15. 000.000 
9.436,981 
180. 494 



1924.. 



1925 



1926 

449.600 
1.291.900 
2, 032, 700 

206. 138 
1,070, 855 
1,780, 241 

1927 

1928 

1929 



1930 

1931 

206, 189, 700 

164,855.341 

2, 152, 600 



1, 076, 300 

1932 





1933-35 





Totals: 

1900-35 

1913-35 

1923-35 

1923-31 

679, 362, 900 
546, 772,30,., 
403. 075. 900 
402, 684, 500, 

281,018.238 
235. 508, 702 
216. 878, 145 
216, 697. 651 

428. 952. 100 
327. 586, 100 
226. 253. 700 
226. 253. 700 

216. 164.664 
182. 971. 100 
166. 793.411 
,166. 793.411 

13.884.600 
12. 770, 400 
5. 926. 800 
5, 926. 800 

5. 016, 394 
4. 969, 582 
4. 133.53-4 
4. 133, 534 

238. 526. 200 
206.415.8u0 
170,895. 400 
170. 504. COO 

59. 837. 180 
47, 568. 020 
45,951 200 
45, 770. 706 


1 Represents sales of treasury stock acquired from American Bell Telephone Co. in connection with 19CG 
consolidation as of Dec. 31, 1899. The premium of $12,269,160 on these shares was credited to surplus and 
reserve for contingencies, and is not included in the premium of $268,749,078 carried on the books at Dec. 
31, 1935. 

* Exchanged for $7, 500, 000 par value of common stock of Bell Telephone Co. of Pennsylvania acquired 
from New York Telephone Co. 

* Represents shares delivered to employees upon completion of payments under employees’ installment 
purchase plans. 

* Represents shares delivered in exchange for 150,000 shares of no par value common stock of Teletype 
Corporation, valued at $200 per share by directors of American Co. 

Source: Exhibit 1360-B, schedules 27A and 27B. 


The total unsubscribed stock sold during the years 1900-1935 waa 
$13,884,600 par, which brought in a premium of $5,016,394, or an 
average price of $136.13. Some 21,526 shares were sold in 1930, at 
an average price of $150 per share. Another 20,327 shares were sold 
in 1928, at an average price of $187.58 per share. Again, in 1927, 
12,919 shares were sold, at $182.89. The lowest price ever obtained 
for unsubscribed shares was an average of $101.28 for 9,514 shares 
in 1908. In 1921, 64,458 shares 39 were sold, at an average price of 
$111.86, through Kidder, Peabody & Co. In all other years, how- 
ever, unsubscribed shares were sold at anywhere from $117 to $187.50 
per share. 


*• Consisting of 4,165 shares not taken by right holders under the 1916 offer, and 60,293 shares not sub- 
scribed under the 1921 offer. At the time of this sale Kidder, Peabody & Co. was conducting a publicity 
campaign to help American Co. stock sales. For details see exhibit 250, pp. 17-19. 
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Shares issued to employees have also been subscribed for at a price 
higher than par. These shares have been sold under employees* 
purchase plans, and the average premium obtained on them has been 
over $16 per share. Again, in 1918, 60,000 shares of American Co. 
stock were exchanged for 75,000 shares of the common stock of Bell 
Telephone Co. of Pennsylvania, acquired from the New York Tele- 
phone Co. and recorded as an investment at their par value which 
gave a paid-in capital per share of $125 to the American Co. stock 
issued. In 1930, 150,000 shares of American Co. common stock were 
exchanged for a like number of shares of the common stock of Tele- 
type Corporation and both were recorded at $30,000,000 ($200 per 
share), the value specified for the Teletype stock bv the board of 
directors of the American Co. The market price of American Co. 
stock at the end of September 1930, when this transaction was 
consummated, was slightly over $200 per share. 

Table 73 . — Comparison of average amount paid in each year per share of American 

Telephone & Telegraph Co. capital stock issued at premium , with stock-market 

quotations , years 1900 to 1935 , inclusive 


Year ended 
Dec. 31— 


(a) 


All stock 
issued at 
premium 

(b) 


Stock 
issued in 
conversion 
of bonds 

(c) 


Unsub- 

scribed 

shares 

sold 

(d) 


Other 

shares 

issued 


(e) 


Stock-market quotations 


High 

(0 

Low 

(g) 

Annual av- 
erage 1 

(h) 

$161.00 

$135.00 

$146.18 

182.00 

151.00 

163. 03 

186.00 

100. 75 

167. 17 

169.00 

117.25 

143.25 

149. 50 

121.00 

133.28 

148.50 

131.00 

140. 95 

144.63 

130.00 

136. 89 

133.00 

88.00 

111.75 

132.63 

101.00 

119.11 

145. 13 

125.00 

137. 71 

143. 38 

126. 75 

137. 27 

153.13 

131.50 

141.41 

149. 13 

137. 63 

143.97 

140.00 

110.00 

128.11 

124. 25 

114.00 

120.98 

130.25 

116.00 

122.62 

134.50 

123.13 

129 51 

128.50 

95. 75 

118.71 

109.25 

90.63 

100.71 

108.63 

95.00 

102.27 

100. 75 

92. 13 

96.81 

119.50 

95. 75 

105.85 

128.25 

114.50 

121. M 

128. 75 

119.13 

123.21 

134. 75 

121.13 

127. 17 

145.00 

130.63 

138.52 

151.00 

139.63 

145. 47 

185.50 

149. 25 

167.87 

211.00 

172.00 

182.48 

310. 25 

193. 25 

237.01 

274.25 

170.38 

218. 14 

201.75 

112.13 

106.50 

137. 38 

70.25 

105. 15 

134. 75 

86.50 

113.42 

125.25 

100.13 

113.84 

160.50 

98.88 

126. 34 














1900 

1901 

1902 

1903 

1904 

1905 

1900 

1907 

1908 

1909 

1910 

1911 

1912 

1913 

1914 

1915 

1916 

1917 

1918 

1919 

1920 

1921 

1922 

1923 

1924 

1925 

1926 

1927 

1928 

1929 

1930 

1931 

1932 

1933 

1934 

1935 

Totals: 

1900-35. 

1913-35. 

1923-35. 

1923-31. 


$124. 

152. 

158. 

131. 


$124.29 
117. 14 
158. 77 
131.03 


112 . 

135. 

133. 

132. 

126. 

126. 

126. 

120 . 

120 . 

121 . 

124. 
120 . 
117. 
108. 
103. 
105. 
103. 
110 . 
116. 
120 . 
126. 

125. 
174. 
130. 
146. 


$133. 74 
133. 74 
132. 79 
126. 44 
126. 44 
126.44 
120. 05 

120.29 
121.26 
121.68 
120.00 
117.16 
106.89 
108.22 

110.30 
109. 03 
109.77 


101.28 


118.00 


111.86 


145. 85 
182. 89 
187. 58 


179. 95 


150.00 


141. 

143. 

153. 

153. 


150.63 
155. 85 
173. 72 
173. 72 


136.13 
138. 91 
169. 74 
169. 74 


$153.50 


115.00 

140.00 


125.00 


100. 40 
102. 08 
101.02 
111.09 
115. 05 
115.99 
120. 61 
125.08 
151.54 
130. 18 
146. 11 


125.09 
123. 04 
126. 89 
126. 84 


• Prior to 1910, annual averages represent the averages of the monthly averages of high and low sales prices, 
whereas after 1909 they represent the averages of the monthly averages based on daily sales prices. 

Source: Exhibit 1359, table 63, p. 176; exhibit 1360-B, schedules 27A and 27B; and Comptroller's Annual 
Report erf American Telephone & Telegraph Co. for 1936, statement No. 141. 
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SECTION 5. SIGNIFICANCE OF BELL SYSTEM FINANCIAL 

PRACTICES 


For purposes of exposition, it has been necessary to discuss the va- 
rious pn&ses of Bell System’s financial experience in isolated segments. 
This has been the approach in the preceding four sections of this chap- 
ter, as well as in chapter 18 of this report where the profits of the Bell 
System are analyzed. From the management’s point of view, how- 
ever, the financial policies and their results are conceived as an inte- 
grated machinery with two primary purposes, namely, facility of ob- 
taining funds to finance the business, and producing a generous income 
for the stockholders. 


To understand the operations of the Bell System’s financial mech- 
anism, it is necessary to summarize the facts pertaining to capitaliza- 
tion, financing, and profits, which reflect certain phases of the policies 
adopted by the management of the American Co. In section 1 of 
this chapter it was stated that the capital structure of the American 
Co., as well as that of the associated companies, was composed of 
common-stock equity to more than 50 percent of total capitalization. 
In the case of American Co., at December 31, 1935, common-stock 


equity represented almost 84 percent of total capitalization. In the 
case of the associated companies, common-stock equity amounted to 
over 70 percent of total capitalization. The balance of total capital- 
ization was made up of preferred stock, 5 percent, and long-term debt, 
23 percent. 40 

The capital structure of the Bell System, on account of a small pro- 
portion of long-term debt in comparison with total capitalization, 
creates a safety of equity investment which is rarely equaled by other 
public-utility systems, which usually have a much higher ratio of fixed 
mcome-bearing securities. As a result of this capital structure, com- 
posed largely of stock equity, the principal of the investment is safe- 
guarded to some extent from the hazards of business fluctuations. 
Furthermore, the equity of the stockholder in the earnings of the sys- 
tem is not subject to a leverage that would be created by pyramiding 
of capital structures, and consequently it is not subject to accentuated 
fluctuations. In contrast to certain public-utility holding companies 
with pyramided capital structures wnich made them subject to the 
accentuated impact of diminishing earnings during times of business 
depression, the American Telephone & Telegraph Co. common-stock 
holder is, by and large, subject only to the direct influence of changes 
in the gross and net earnings, without the element of accentuation due 
to leverage. Consequently, the net income available to the stock- 
holder of the American Co. has shown a stability commensurate with 
the stability of the earnings of the telephone system as a whole, which, 
though it has varied, has never reached dangerously low levels or the 
vanishing point, because of the comparative stability of rates and the 
essential need for the service. 


The safety of investment and the stability of earnings are substan- 
tiated by the record of profits shown in chapter 18. The dividends 
have been continuous, stable, and substantial since the first payment 
in 1880 by American Bell Telephone Co. From 1900 to 1906, divi- 
dends were at the rate of $7.50 per share; from 1906 to 1921, at the 
rate of $8 per share; and since that date, at the rate of $9 per share. 


* See cb. 8 r see. 2. 
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The net income of American Telephone & Telegraph Co. has been 
sufficient not only to pay such dividends, but has provided also a sub- 
stantial surplus. The average recorded net income of American Co. 
stock for the entire period 1900-35, inclusive, was $9.86 per share. 
If the depression period of the early thirties is eliminated, the average 
recorded net income from 1900 through 1929 was $11.44 per share. 
If the equity of the American Co. in the Bell Telephone System's un- 
distributed income is included, these figures should be increased to 
$10.74 per share for the 36-year period and to $13.18 for the 30-year 
period. It is needless to recite the various indices of profitableness of 
American Co. common stock, as they are treated at greater length in 
chapter 18. The evidence is incontrovertible that the income and 
dividends on American Telephone 4 Telegraph Co. common stock 
have been both stable and large. 41 

The large rate of return on American Co. stock is the result not of 
leverage based upon pyramiding of security issues as in some other 
utility holding companies, but is due to the profitable investment, in 
addition to the paid-in capital, of large amounts of funds provided 
from operations, represented by undivided profits and depreciation 
reserves. The enhancement of earning power of the common stock 
due to these reasons is not subject to the fluctuations that pyramid- 
ing of security issues causes. This explains why the American Co. 
was still able to show, even in 1932 and 1933, recorded net income 
well above $7 per share and Bell Telephone System net income avail- 
able to American Co. stock well over $6 per share; whereas certain 
other utility holding companies, on account of the substantial amount 
of funded debt and preferred-stock capitalization of the underlying 
companies, had to take the whole impact of receding business in 
exaggerated form. 

Cost of Acquiring Capital. 

Theodore N. Vail announced in 1912, while he was president of 
the American Co., that the policy of the Bell System is to be — 

* * * satisfied with reasonable average returns on their outstanding capital 

obligations, which compared with other business investments should be about 8 
percent, and will not expect or encourage any expectation of more than this. 

In the 1920 annual report of the American Co. it was again stated: 

The stock of the (American) company as an investment security may be compared 
as to market stability with high grade bonds of railroad and industrial companies, 
rather than with stocks. * * * 42 

In many rate cases, company witnesses have stated, while dis- 
cussing the cost of money, that in the best judgment of the American 
Co., the $9 dividend is essential in order to obtain capital. 

“ Cost of money " as a part of license contract costs . — In some rate 
cases the American Co. has introduced certain calculations of “cost 
of money" which include dividend payments to common-stock holders 
of the American Co. as a part of the cost of capital. The American 
Co. has considered dividend payments as part of the cost of capital 
in claims intended to support the cost of financial services rendered 
under the license contracts. The nature of the financial costs and 
the method of calculating these costs as a part of the cost of fumish- 


41 During the years 1932-35, dividends were maintained at the $9-per-share rate, though the net recorded 
income of the American Co. was less. This situation has now been corrected, as in 193fl and 1937 net re- 
corded income of the American Co. applicable to its stock was above the dividend requirement*?. 

41 See American Telephone A Telegraph Co., Annual Reports to Stockholders for 1911, p. 9, and for 1920 
p. 42. 
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ing license contract services have been discussed in chapter 6. 43 
There are, however, certain peculiar conditions surrounding the 
theory of including dividends as a factor in computing license con- 
tract costs which deserve further treatment. 

The “cost of money” enters into the financial costs allegedly in- 
curred in rendering license contract services, first, as cost of funds 
held available for the benefit of associated companies; and, secondly, 
as the cost of temporary advances. In the first case the difference 
between the income from the temporary investment of funds held 
available and the “cost of money,” including dividends, is included 
as a part of the cost of furnishing license contract services to the as- 
sociated companies, upon the assumption that a large part of the 
liquid assets held by the American Co. are for their use. 44 The second 
type of cost consists of the difference between the interest on tem- 
porary advances, 5.88 percent until October 1, 1936, and 4.9 percent 
since, and the “cost of money.” 46 There is a third element, a com- 
paratively minor item, which involves the cost of money on the 
investment of the American Co. in equipment necessary to render 
license contract services. 

The “cost of money” is calculated by applying all payments on 
stocks and obligations to the average amount of capital stock, pre- 
mium, surplus, stock installments, funded debt, and notes. The 
largest item of “cost” is, of course, the $9 per share dividend. The 
calculation is made as shown in table 74, which is taken from an 
exhibit presented by the company in rate cases to show the “cost of 
money” in 1935. According to the company's calculations the 
“cost of money” in 1935, including dividend payments, was 6.79 per- 
cent. The American Co. management lias repeatedly claimed the 
right to charge as a part of the cost of rendering license contract 
services the difference between this rate and the interest actually 
charged in 1935 to associated companies on average amount of ad- 
vances and the difference between 6.79 percent and the income on a 
large portion of its temporary investments presumably held available 
for the associated companies. 


Table 74 . — American Telephone & Telegraph Co. average cost of funds used in 

business t year 1935 


Particulars 

Average amount 
for year 

Dividends, in- 
terest, and 
amortization 
charges 

Average rate 
paid 

Capital stock. 

$1,806, 227, 500.00 
268, 749, 077. 67 

$107, 960, 475. 00 

Percent 

9.00 

Capital stock premiums 

Total 



2, 134.976, 677. 67 
255, 640, 072. 13 

167, 900, 475. 00 

7. 87 

Surplus unappropriated and appropriated 

Total 



2, 39a 616, 649. 80 
0. 434, 205. 33 
419.372.071.77 
11,022, 112.50 

167, 960, 475.00 
247. 347. 41 
23, 452, 599. 00 
440, 884. 50 

7.03 
3.84 
5. 59 

4.00 

Capital installments 

Funded debt 

Notes payable to pension fund trustees 

Total 

2 827, 445, 039. 40 

192, 101,305.91 

0. 79 



Source: Exhibit 2115, table 3, p. 29. 


«* See pp. 162-163, supra. 

44 For the methods of calculating this cost, see exhibit 1359, tables 40 and 41, pp. 121 and 122. 
** See ibid., table 44, p. 127. 
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The rationalization of American Co. executives in defense of their 
proposition went through certain dhanges in the course of the past 
decade. First, they took the position that no matter what the divi- 
dend rate was it would be loaded as a factor in the “cost of money.” 44 
As a result of constant attack by counsel representing the public, by 
1932 the company officials had retired to the position that dividends 
are a “cost of money” only to the extent that they are reasonable. 
Finally, in the more recent cases (as in the hearings before the Wis- 
consin Public Service Commission in the State-wide rate case in 1935) 
company witnesses have testified that dividends are costs if the com- 

E any has to pay them in order to obtain capital. 47 This theory has 
een applied to the $9 dividend on American Co. common stock as 
being necessary, in the judgment of the management to obtain 
capital. 

“ Cost of moiwy” and the rate of return . — In a few cases, the asso- 
ciated companies have contended that the State commissions should 
consider the cost of money to the American Co., including the divi- 
dend payments on its common stock, as a relevant factor to be used 
in considering the return to be allowed on the value of telephone 
property. 48 The Public Utilities Commission of the District of 
Columbia criticized inclusion of the $9 discretionary dividend paid 
by the American Co., in its consideration of the telephone rates of 
Chesapeake & Potomac Telephone Co.: 49 

Dividends paid on capital stock are improperly included in the computation 
(of cost of money to the American Co.) since they represent amounts elected by 
the company to be disbursed rather than the necessary costs of obtaining funds 
used in the business. To permit their inclusion in the computation creates a 
vicious cycle. They have no relation to cost of obtaining funds but are governed 
by earnings from the operating companies and surplus whereas it is the rate of 
return of one of the companies which is in question. Eliminating dividends paid 
from the computation, the average cost of funds to the American Co. during the 
year 1933 becomes 5.55 percent based upon the evidence. 

The Wisconsin commission arrived at the same conclusion by 
reference to the behavior of the market price of American Co. com- 
mon stock, and of rights. It said in 1936:®° 

The company exhibits assume that the fixed dividend of $9 a share on American 
Telephone A Telegraph Co. common stock represents the cost of funds invested 
by American Telephone A Telegraph Co. common-stock holders. Whatever 
may have been the reasons advanced to justify the $9 dividend rate when first 
established or its continuance throughout the depression, it does not appear to 
us to be a necessary cost of attracting capital at present. This is reflected in the 
high premiums now being paid for this stock in the market. If this dividend 
rate is continued in the face of current market requirements with resulting en- 
hancement through valuable stockholders’ rights, we nevertheless see no good 
reason for burdening Wisconsin telephone subscribers with support of this rate 
or including it as an element in the rate of return allowed the Wisconsin Co. 

These opinions of the District of Columbia commission and of the 
Wisconsin commission focus attention upon the inacceptabilty of 
the voluntary distribution of profits expressed in the $9 dividend 
as an item of cost of capital, in both theory and fact. 

«• For the methods of calculating this cost, see ibid., pp. 150-152. 

« See ibid., pp. 156-157. 

<• Re Southern California Telephone Co. (1024), P. U. R. 1925C, 627; also Re Cftetapeake dk Potomac Tele- 
phone Co. (1914), 4 P. U. R. (N. 8.) 346. 

Re Oheoipeake dk Potomac Telephone Co. (1934), 4 P. U. R. (N. S.) 346, 362. 

" Re Wieconein Telephone Co. (1936), 13 P. U. R. (N. S.) 224, 316. 
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The Control of the Cost of Money to Associated Companies. 

The evidence here presented indicates that the American Co. 
controls the cost of funds to the associated companies. The operat- 
ing subsidiaries are not allowed to resort to the money market on their 
own merits^ without the advice and consent of the American Co. 
Most of their financial needs are met, in the first instance, by advances 
from the American Co., upon which the net accrual charge was 5.88 
percent until October 1, 1936, and 4.9 percent since then. The major 
part of such advances have been liquidated by conversion into capital 
stock of the associated companies. In some instances, such advances 
to certain companies have been liquidated from proceeds of bonds 
issued by those companies, with the advice and consent of the Ameri- 
can Co. When the advances are converted into capital stock it is 
issued to the American Co. at par. The dividends on associated 
companies' stocks have been most often $7 or more per $100 par 
value. The most frequent rate is $8, and a few of the more profitable 
companies have paid $9 from time to time. Inasmuch as the Ameri- 
can Co. owns a controlling capital stock interest in all but two of the 
associated companies and therefore elects the majority, if not all, of 
their directors, it indirectly controls the rates of dividends paid by 
them, subject, of course to the amount of surplus available for that 
purpose. 
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CHAPTER 16 

THE BELL SYSTEM PENSION PLAN 1 


It is the purpose of this chapter on the Bell System pension plan to 
set forth the stated purposes of Bell System companies in establishing 
a pension plan, the provisions of the plan, the operations under the 
plan, and the results of these operations in relation to Bell System 
companies including their employees, which include their undertakings 
and obligations under the plan and the employees’ rights to service 
pensions. 

The plan announced in 1913 was a voluntary undertaking of the 
American Co. and provided for benefits on account of sickness, 
disability, and death, and payment of service pensions The payment 
of service pensions under the plan, to retired employees, was first 
placed on a formal and systematic basis by the American Telephone & 
Telegraph Co. at that time. Associated companies of the Bell 
System, as well as certain affiliated companies, adopted similar plans 
at approximately the same time as the American Co. 

Stated Purposes of the Plan. 

In announcing the formal pension plan to Bell System employees 
and to the public in 1913, Mr. Theodore N. Vail stated as follows: 

The intent and purpose of the employer in establishing a plan of benefits is to 
give tangible expression to the reciprocity which means faithful and loyal service 
on the part of the employee, with protection from all the ordinary misfortunes 
to which he is liable; reciprocity which means mutual regard for one another's 
interest and welfare. 

Earlier records of the company stated the general purpose of a pen- 
sion plan as follows: 

It promotes the efficiency of the service by permitting the retirement of incapac- 
itated employees, without working very great hardship on old and faithful 
employees. 2 

More recently the Bell System has stated the necessity for some 
method of handling the superannuation problem as follows: 

If it is ignored, it results ultimately in inefficient service to the company's 
patrons and increased cost to the stockholders. If it is recognized, it can )3est be 
solved by a definite plan bringing about an orderly retirement of all employees 
and containing provisions that will operate effectively on all classes of employees.* 

Provisions of the Plan. 

Under the terms of the plan as adopted originally, in October 1912, 
the American Co. undertook to establish, maintain, and administer a 
fund to be known as the “employees’ benefit fund” for the payment 
of definite amounts to its employees when they were disabled by 
accident or sickness or when they were retired from service, or, in the 
event of death, to their dependent relatives. 


i For detailed development of this subject, see exhibits 136, 681, 582, and 583. 
* Letter from H. N. Thurber to U. N. Bethel, dated December 19, 1903. 
s See American Telephone & Telegraph Comment No. 5, p. 6. 
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The Commission's investigation in general was restricted to the 
service-pension features of the “plan for employees pensions, dis- 
ability benefits, and death benefits,” for the reasons that payment of 
service pensions will become an increasing burden with the passage 
of years and the increase in average age oi employees, while payments 
for sickness, disability, and death benefits will tend to bear a more or 
less uniform relationship to the total pay roll and also have been an 
unavoidable cost by reason of the workmen's compensation acts of 
the various States. It is appropriate to point out, however, that in 
addition to service pensions, the American Co., as well as all com- 
panies adopting the Bell pension plan, undertook to provide for the 
payment of definite amounts to its employees as accident disability 
benefits, sickness benefits, employee death benefits, and pensioner 
death benefits. 

The resolution of the board of directors of the American Co. adopt- 
ing its plan provided that the sum of $2,000,000 be appropriated from 
surplus as of December 31, 1912, for the establishment of the em- 
ployees' benefit fund from which benefits were to be paid. 4 The 
company constituted itself custodian of the fund and stipulated that 
it should draw interest at the rate of 4 percent per annum on the aver- 
age balance, payable semiannually. It guaranteed the disbursement 
of the fund in accordance with its promulgated regulations. 

The company specifically limited its obligation under the plan: 6 

1 . To safeguarding the sum already appropriated. 

2. To crediting said sum 4 percent per annum of the unexpended 
balance of the fund. 

3. To the appointment of a committee to administer the fund 
according to these regulations. 

4. To making payments out of the fund upon the order of the com- 
mittee. 

5. To adding to the fund at the end of the fiscal year such amount 
as will restore it to the original amount, provided that such addition 
shall in no year exceed $500,000. 

Provision was made in the regulations for the order in which the 
employees' benefit fund should be disbursed, in the event it should 
prove insufficient to meet the pavments provided in the plan (and 
provided the shortage was not voluntarily made up by extra appro- 
priation by the company). Under the terms of the plan, pension 
payments were given a preferred status over all other benefits payable 
out of the fund. 

Notwithstanding the undertaking to establish the employees’ bene- 
fit fund, and the appropriation that was made for its establishment, 
the company did not m fact establish an earmarked “employees’ 
benefit fund.” It did, however, set up on its books a reserve account 
entitled “Reserve for employees’ benefit fund,” to which it credited 
the initial appropriation of $2,000,000, accretions, and other amounts 
subsequently appropriated until January 1, 1927. The amounts of 
all benefits paid under the plan prior to 1927 were charged against 
this reserve, and in turn, credits, chargeable to expenses, were made 
to the reserve annually in amounts aggregately equal to such charges. 
These latter amounts included as a separate item the aforementioned 
4 percent per annum of the “unexpended balance.” 

* Resolution of board of directors, American Telephone & Telegraph Co., dated October 15, 1912. 

• Sec. 11, Plan for Employees' Pensions, Disability Benefits, and Insurance; American Telephone A 
Telegraph Co. and Associated and Allied Companies; January 1, 1913. 
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Plans substantially the same in principle as that of the American 
Telephone & Telegraph Co. were adopted by the companies consti- 
tuting the Bell System, and allied companies, which have been modi- 
fied in the same manner as the American Co.’s plan. 6 

Modification of the plan {1927-28 ). — The plan as promulgated on 
January 1, 1913, has been amended from time to time, and the pro- 
visions of the present plan (including amendments to December 1, 
1936) will be described in this report. Major modifications in the 
plan took place in 1927 and 1928. The principal changes made at 
that time are essential to a description of the present plan. For con- 
venience and brevity, only the plan of the American Co. will be 
discussed. The plan itself and the instructions thereunder to the 
trustee were substantially amended in 1938, subsequent to the date 
the record in the special investigation was closed. These changes are 
referred to where necessary in connection with the discussion which 
follows. 

By resolution of its board of directors dated December 21, 1927, 
effective January 1, 1927, the American Co. eliminated from the plan 
the limitation with respect to the amount ($500,000) which would 
annually be appropriated to maintain the pension fund intact. 

To meet the obligation under the plan to pay service pensions 

S an ted after January 1, 1927, the resolution provided that a pension 
nd should be established and segregated from the assets of the com- 
pany, and held and disbursed only for service-pension purposes by a 
trustee to be appointed by the president of the company, subject to 
the approval of the executive committee or the board of directors, 
under an agreement defining the terms upon which such fund should 
be held and administered. 

The resolution further provided that for employees with 15 years 
or more of service there should be charged to operating expenses and 
paid into the pension fund each year, starting with 1927, amounts 
which, actuarially determined and with allowance for interest accre- 
tions, would provide, at the time such employees became eligible to 
retire on pension at their own request under said payment, the full 
estimated present worth of the service pensions to which they are then 
entitled. 7 8 

The American Co. thereby changed from the “disbursement” or 
“pay as you go” method to an “accrual” method of providing for 
pension-payments service. Under the former method, pension pay- 
ments were charged to operating expenses when and as made, but 
were cleared through the employees’ benefit reserve account. 

The Uniform System of Accounts for Telephone Companies pre- 
scribed by the Interstate Commerce Commission and in effect in 1927 

• Daring the period October 15, 1912, to December 31, 1935, the Bell pension plan was adopted by 149 
associated and allied companies. At December 31, 1935, of the 149 companies, 59 companies were still oper- 
ating under the plan, 84 were inactive although not dissolved, 2 had been sold, 1 had been dissolved, and 3 
abandoned the plan. The 59 companies then operating under the plan included the American Co., 
the 23 associated companies, 28 companies in which the American Co. directly or indirectly controlled 50 
percent or more of the voting stock, 5 telephone companies in which the American Co. or its subsidiaries 
owned more than 10 percent but less than 50 percent of the voting stock, and 1 independent telephone com- 
pany. Of the 28 companies in which the American Co. controlled 50 percent or more of the voting stock, 16 
were operating telephone companies and 12 were nontelephone companies. These latter 12 companies 
included Western Electric Co., Inc., and Electrical Research Products, Inc. 

T The basis of computing the amounts of accruals was changed in 1928. By resolution of the board of 
directors adopted November 21, 1928, it was directed that charges to expenses and payments to the trustee 
of the pension fund should be made, effective January 1, 1928, on the basis of full service of the employees, 
instead of beginning after the expiration of 15 years as theretofore directed by the board. Provisions for 
making accruals on the full service basis were not applied by the New England Telephone A Telegraph 
Co. and the Michigan Bell Telephone Co. until 1929. 

» It appears that the resolution did not take into account the “unfunded actuarial liability,” discussed 
herein below in this chapter. 
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contained provisions with respect to accounting for payment of service 
pensions on what has been referred to as the “pay as you go” basis. 
It did not specifically outline procedure to be followed in connection 
with an accrual method of accounting for the cost of service pensions. 
Neither did it specifically prohibit such accounting for the cost of 
service pensions. The proposed plan for accrual accounting and cost 
of pensions was submitted to the Interstate Commerce Commission, 
which, on December 19, 1927, entered an order specifically outlining 
procedure to be followed in connection with accrual accounting for 
pensions under certain specified conditions. This order, in part, 
provided : 9 

If a carrier has definitely undertaken by contract to pay pensions to employees 
when regularly retired for superannuation and/or disability and has established 
a fund to be held in trust for such pension purposes, the carrier shall charge to 
this account monthly amounts determined through the application of equitable 
actuarial factors to the current pay rolls, which together with interest accruals on 
the trust funds, will as nearly as may be provide for the payment of such pensions, 
or for the purchase of annuities corresponding thereto. 

******* 

Before adopting the accrual plan of accounting for pensions the carrier shall 
inform the Commission of the details of its pension plan, giving full statement of 
the facts which in its judgment establishes a contractual obligation for pension 
payments together with the actuarial formula under which it proposes to create 
its pension trust fund, and also a copy of the declaration of trust under which the 
fund is established. 

After the adoption of the resolution of December 21, 1927, the 
company furnished the Interstate Commerce Commission with a copy 
of the amended plan, the resolution of revision, the trust agreement, 
and a memorandum relative to the method of computing accruals for 
1927. 

The Uniform System of Accounts for Telephone Companies pre- 
scribed by the Interstate Commerce Commission to become effective 
January 1, 1933, and by the Federal Communications Commission to 
become effective January 1, 1937, 10 contained provisions identical in 
effect with those quoted above. 

After the revision of the plan on December 21, 1927, the American 
Co. maintained the employees’ benefit reserve until June 30, 1928, 
although the company commenced making pension accruals as of 
January 1, 1927. On September 12, 1928, by resolution of the board 
of directors, it was provided that the company should pay to the Bank- 
ers Trust Co., 11 as trustee of the pension fund, the amount of the assets 
represented by the employees’ benefit reserve as of June 30, 1928, and 
that the amount so paid should be used exclusively for service pension 
purposes under the plan, such portion thereof as was required to meet 
sendee pensions granted to take effect prior to January 1, 1927, to be 
applied to that end, and the remainder to service pensions granted to 
take effect thereafter. Upon this payment to the trustee, the em- 
ployees’ benefit reserve was to be eliminated from the accounts of the 
company. 

• Order of the Interstate Commerce Commission, dated December 19, 1927. 

10 Telephone Division order No. 7-C, dated June 19, 1935, effective January 1, 1936. Its effective date, 
however, was delayed through an injunction action instituted by various telephone companies until January 
1, 1937. Account 672— relief and pensions— has been supplemented by Telephone Division order No. 7-E. 

u A trust agreement, effective December 31, 1927, was executed between the American Co., as well as cer- 
tain other companies operating under the plan, and the Bankers Trust Co. (See p. 460 below.) As of its 
effective date, there was transferred to the trustee, as the initial pension fund, a sum representing the differ- 
ence between pension accruals for 1927 and pension payments made during 1927 to pensioners awarded pen- 
sions after January l, 1927. 
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The payment was made to the trustee of the pension fund, and the 
employees' reserve account was eliminated from the accounts of the 
company as of June 30, 1928. Also, since that date, all payments to 
employees retired on service pensions have been paid from the pension 
fund. Payments of all other benefits under the plan are charged to 
operating expense accounts of the company when and as paid. 

Effective January 1, 1928, the accounting for cost of service pensions 
under the accrual plan was changed from the 15-year-service basis of 
accrual which was adopted effective January 1, 1927, to the full service 
accrual basis. This change in accounting procedure means that ac- 
cruals on an actuarially determined basis, are first made for each em- 
ployee as of the date he enters the service of the company rather than 
only when employees have served at least 15 years. 

Types and amounts of pension benefits . — Service pensions are divided 
into three categories, namely, class A, class B, and class C pensions. 
Eligibility for a service pension is dependent upon an employee’s at- 
taining a specified age and completing a required term of employ- 
ment. 12 Employees who fulfill the requirements for class A pensions 
may, at their own request, or at the discretion of the employees’ 
benefit committee w r hich administers the plan, be retired from active 
service and become eligible for service pensions; w T hereas employees 
who fulfill the requirements for class B and class C pensions may be 
retired from active service and become eligible for a service pension 
only at the discretion of such committee, with approval of the presi- 
dent or a designated vice president. The age and employment quali- 
fications are given in the following tabulation: 


Type of pension 

Age requirement 

Term of employ- 

Male 

Female 

ment requirement 

Class A 

60 

55 

20 or more years. 

25 or more years. 

30 or more years. 

Class B 

55-59 

50-54 
» -50 

Class C 

i —55 





1 Age requirement for class C pensions: Males, less than 55 years; females, less than 50 years. 


Disability pensions may be awarded, in the discretion of the em- 
ployees’ benefit committee, with approval of the president or a desig- 
nated vice president, for total disability resulting from sickness or 
injury (other than accidental injury arising out of and in the course 
of employment by the company), to employees whose term of em- 
ployment is 15 or more years. Disability benefits awarded as a re- 
sult of injury in service may be granted irrespective of the length of 
service. 

Service and disability pensions are calculated in accordance with a 
formula set forth in the plan. This formula provides that an em- 
ployee shall receive 1 percent of his average annual pay during the 10 
years next preceding retirement for each year of his term of employ- 
ment, with a minimum pension of $30 per month. At the discretion 

1 * The expression “term of employment,” as defined in the pension plan, means “period of continuous em- 
ployment in the service of the (telephone) company, or of the company and one or more associated or allied 
companies with which agreements nave been or shall be made for interchange of benefit obligation * * *, 
or in the service of any Bell company predecessor of any of the above companies. Service in companies sub- 
sidiary to, allied with or predecessors of an associated or allied company will be considered, in determining 
‘term of employment/ as service in the associated or allied company, in all cases authorized by appropriate 
action on the part of the associated or allied company and approved by the committee of the American Tele- 
phone <fc Telegraph Co.” 
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of the committee, however, pensions may be based on the 10 con- 
secutive years of highest pay, and minimum pensions may be less 
than $30 per month but not less than 1 percent of the average annual 
pay during the employee’s last 10 years of employment multiplied by 
the years of continuous employment. 

Provision is made in the Bell pension plan that in case benefits 
become payable to beneficiaries under governmental authority, then 
only the excess, if any, between the benefits under the plan and the 
benefits under any such Government plan shall be the amount pay- 
able by the company under its plan. 

Bell System companies notified their employees in 1936 that no 
change was contemplated in the pension plan by reason of the Social 
Security Act of 1935 ? except that in the event the act remains in 
effect unchanged until 1942, it is expected that benefits under the 
plan will be reduced by one-half of the amount payable under the 
Social Security Act. In effect, the employee will receive from the 
Bell company and the Government the full Bell pension plus one-half of 
the social security benefits, which half of the Government benefits 
received by Bell System employees represents what the employee has 
contributed toward social security through the deductions from his 
salary. 

Other 'provisions of the plan . — An employee has no right to be re- 
tained in the company’s employ by reason of the adoption of the 
plan; nor does he acquire any claim to any benefits after his dis- 
charge, unless benefits accrue prior to his discharge. Prior to the 
adoption by the companies operating under the plan of resolutions 
irrevocably devoting the pension fund to pension purposes and prior 
to the adoption of certain amendments to the plan itself in 1938, it 
was generally understood that no right to a service pension nor any 
claim against the pension fund accrued to an employee by reason of 
employment less than that specified in the plan. The plan itself 
provided that pensions or disability benefits might be suspended or 
terminated in the discretion of the committee and the president, with 
the approval of the board of directors, in cases of conduct prejudicial 
to the interests of the company. Amendments to the plan adopted 
in 1938 specifically provide for disposition of the entire amount in 
the pension fund in the event of termination of the plan and thus it 
is possible for an employee with a lesser term of service than that 
required to establish eligibility for a pension to participate in the 
pension fund in the event the plan is terminated. While no pen- 
sioner of the Bell System has ever been deprived of his pension for 
conduct prejudicial to the interests of the company, the possibility of 
such suspension or termination of pension payments has been elimi- 
nated by an amendment adopted in 1938. 

Provision is also made in the plan for the manner in which breaks 
in service, such as temporary lay-off, leaves of absence, etc., shall be 
considered in determining the benefits due an employee by reason of 
the company’s adoption of the plan. 

The plan also provides that the committee, with consent of the 
president and approval of the board of directors, mav from time to 
time make changes in the plan, but such changes shall not affect the 
rights of any employee, without his consent, to any benefit or pension 
to which he may have become entitled previously under the plan. 

The trust agreement . — The modifications of the plan in 1927 and 
1928, among other things, made provision for the payment of service 
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pensions on an accrual basis, the segregation of pension funds from 
corporate assets, the appointment of a trustee, and the making of a 
trust agreement under the terms of which the pension fund would be 
administered. 

Under the American Co.’s agreement, the trustee assumed the duty 
of investing the fund as directed by the American Co., of collecting 
interest on the fund, and paying service pensions therefrom as in- 
structed by the American Co. The trustee is authorized to make 
temporary investments of funds for which it receives no instruction 
to invest by the American Co. 

The trustee is relieved of any and all liability, except as to its own 
negligence and willful misconduct, if it follows the duly authorized in- 
structions of the American Co., in making payments from the fund. 

Provision is made for the trusteed resignation upon 60 days* 
notice, and for removal of the trustee by the company upon like notice. 
The agreement, which is dated December 31, 1927, is terminable by 
reason of a trust extension agreement dated December 27, 1937, on 
the 1st day of January 1962. The agreement may be canceled, and 
the trust created thereby is revocable at any time by the company 
upon written notice given by the company to the trustee, to become 
effective after the expiration of 15 months from the receipt of notice 
by the trustee. In the event of such cancelation or revocation, the 
trustee shall deliver to the company, or its designee all moneys and 
securities in its possession. 

Subsequent to the making of the trust agreement, it was agreed by 
the American Co. and the trustee, the Bankers Trust Co. (as well as 
other companies having trust agreements with the Bankers Trust 
Co.), that the American Co. would make payments to its pensioners 
direct on behalf of the trustee, which acts would discharge the trustee’s 
obligation under the trust agreement as to making service pension 
payments upon written direction of the company. 

j Plans of the associated and allied companies . — The American Co.’s 
plan provides that agreements may be made between it and associated 
or affiliated companies for the exchange of benefit obligations similar 
to the American Co.’s plan, and that the general provisions of such 
agreements shall be: 

1. That as long as such agreements remain in force, the plans of the associate 
or allied companies shall be maintained so as to conform to the American Co/s 
plan; 

2. That advance provisions for payment of service pensions shall be maintained 
by the affiliates in amounts necessary to fulfill all requirements of the plans as they 
may be in effect from time to time : 

3. That employee's term of employment as defined in the American Co/s plan 
shall include employment by companies having a reciprocal agreement with the 
American Co.; 

4. That in case of consolidation or merger with another company having a 
similar benefit plan, the pension funds of the companies consolidated or merged 
shall be combined. 

In view of the similarity of these companies’ plans to the American 
Co/s plan, as hereinabove pointed out, only the American Co.’s plan 
and trust agreement has been discussed. 

In addition to entering into agreements relating to the interchange 
of benefits, the various companies which have adopted the Bell Sys- 
tem pension plan have entered into several other agreements and 
arrangements relative to the plan. From the standpoint of service 
pensions, the broad effects of such supplemental agreements are (a) 
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to extend the benefits of the plan to a large number of employees; 
(6) to effect a more equitable administration of the plan with respect 
to employees transferred from one company to another; and (c) to 
make possible the payment of service pensions to persons who have 
completed the required term of employment and are otherwise eligible 
for retirement under the plan. 

Administration of the plan . — Under the provisions of the plan, an 
“employees’ benefit committee,” consisting of five members appointed 
by the board of directors, administers the plan. The membership of 
the benefit committees of the Bell companies is composed exclusively 
of executive officers of the respective companies and their repre- 
sentatives. 

The committee’s powers with respect to the plan are those spe- 
cifically granted it, and such other powers as may be necessary to the 
administration thereof. The committee determines conclusively for 
all parties all questions arising in the administration of the plan, and 
is authorized to make disbursements in accordance with the regula- 
tions promulgated under the plan. In the American Co. the detailed 
functions of the committee are carried out by the benefit and medical 
department. 

The responsibility for the successful administration of the Bell Sys- 
tem pension plan rests largely with the American Co., which takes 
the initiative m formulating changes in the plan, prepares accounting 
procedures, handles transactions with the trustee of the pension fund, 
and, through its employees’ benefit committee, renders formal and 
informal opinions interpreting the plan. 

The employees’ benefit committee exercises wide discretionary au- 
thority in connection with its administration of the plan. Certain of 
its acts require executive approval; others do not. For example, the 
executive committee, with the approval of the president of the com- 
pany, has the authority to grant pensions referred to as classes B and 
C and so-called disability pensions. 

Operations Under the Plan. 

The creation of the Bell System plan in 1913, its later modification 
in 1927 and 1928, and its present provisions, have been detailed in 
the preceding discussion. There also it was pointed out that, prior 
to the modification of 1927, provision for payments of service pensions 
w r as made in effect, by charging the payments, v r hen and as made, to 
operating expenses. After the modification of the plan, provision was 
made for accruing the ultimate cost of service pensions on an annual 
basis, and a trust fund w'as created and segregated from corporate 
assets. 

In this section consideration will be given to the financial opera- 
tions under the plan, including the investment of the fund, interest 
earned from investment of the fund, and the unfunded actuarial 
liability. 

The pension f und . — The initial sum transferred to the trustee of the 
pension fund as of December 31, 1927, represented accruals for pen- 
sions during 1927 less payments made during that year to pensioners 
awarded service pensions after January 1, 1927. There w'as added to 
the fund as of June 30, 1928, an amount equal to the balance of the 
employees’ benefit reserve on that date, together w r ith accruals for 
the first 6 months of 1928, less pension payments made during the 
first 6 months of 1928 for pensions awarded after January 1, 1927. 
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It has been the practice of Bell System companies since June 30, 
1928, until about April 1938, to pay to the trustee semiannually, 13 as 
of June 30 and December 31, the amounts of the accruals for the pre- 
ceding 6 months less service-pension payments made to all pensioners 
for such period. The accounting practice, however, was to add the 
entire accrual for the period to the fund, and deduct therefrom pension 
payments made during the period. 

This summary discussion w r ill be limited to Bell System companies, 14 
although the investigational staff report contains detailed information 
for other companies. 

The employees’ benefit reserve for the Bell System companies was 
initiated by making appropriations from surplus. These initial appro- 
priations aggregated $8,855,000. During the period the reserve was 
continued on the companies’ books, 1913 to 1928, additions were made 
thereto in the amount of $77,242,492, consisting principally of charges 
to operating expenses in the amount of $50,504,843, and additional 
surplus appropriations in the sum of $26,463,091. During this same 
period, benefit payments aggregating $51,255,628, including service- 
pension payments in the amount of $4,206,748, were deducted from 
the reserve. The balance at July 1, 1928, which was transferred to 
the trustee of the pension fund, was $34,841,864. 

During the years 1927 to 1935, inclusive, there was added to the 
pension fund a sum of $135,353,604, of which $102,053,898 consisted 
of service-pension accruals charged to operating expenses, and $32,- 
567,574 represented interest received from investments of the fund. 
During the same period service-pension payments aggregating $18,- 
410,630 were charged against the fund. At December 31, 1935, the 
pension fund of the Bell System companies amounted to $151,756,289. 
For the year 1935 accruals for Bell System companies totaled $11,- 
320,413; and disbursements for pensions to retired employees in the 
same year were $4,386,740. 

Investment of pension funds . — The trust agreements executed be- 
tween companies operating under the Bell pension plan and the 
Bankers Trust Co. authorize such companies to direct the manner of 
investing their respective pension funds. Such companies are spe- 
cifically authorized to invest the funds in Bell System secured or 
unsecured bonds and notes. In general, the American Co. directs 
the investment of the pension fund for all companies operating under 
the plan. 

During the years 1927 to 1932 it was the practice to invest the 
entire pension fund of the Bell Telephone Companies in their unse- 
cured promissoiy notes. When the pension fund was first established 
in 1927, and for some years thereafter, Bell System companies needed 
capital to build additional plant. Since the companies viewed the 
use of the pension fund for plant extensions as an economical means of 
obtaining needed capital, the trustee was instructed to and did invest 

“ Changed to monthly basis pursuant to instructions to the trustee dated February 10, 1938. 
h The following companies are included in the terra “Bell System companies": American Telephone & 
Telegraph Co., New England Telephone & Telegraph Co., the Southern New England Telephone Co., 
New York Telephone Co., New Jersey Bell Telephone Co., the Bell Telephone Co. of Pennsylvania, the 
JDiamond State Telephone Co., the Chesapeake & Potomac Telephone Co., the Chesapeake & Potomac 
Telephone Co. of Baltimore City, the Chesapeake & Potomac Telephone Co. of Virginia, the Chesapeake 
& Potomac Telephone Co. of West Virginia, Southern Bell Telephone & Telegraph Co., the Ohio Bell 
Telephone Co., the Cincinnati & Suburban Bell Telephone Co., Michigan Bell Telephone Co.. Indiana 
Bell Telephone Co. Wisconsin Telephone Co., Illinois Bell Telephone Co., Northwestern Bell Telephone 
Co., Southwestern Bell Telephone Co., the Mountain States Telephone Co., the Pacific Telephone & 
Telegraph Co., Southern California Telephone Co., Bell Telephone Co. of Nevada. 
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a large portion of the pension funds in the unsecured notes of the 
Bell System companies. 

Examination of the provisional estimates for the associated operat- 
ing companies for the years 1929 and 1930, and the corresponding 
sheets for the Bell System for the years 1931 to 1935, inclusive, shows 
that the pension funds borrowed from the trustee were included in 
the estimated funds to meet the requirements for construction of 
plant and other corporate purposes, such as retirement of maturing 
obligations. In 1935, for the Bell System as a whole, it was estimated 
that only $4,025,000 of the pension funds would be needed to cover 
cash requirements in excess of those covered by funds from other 
sources. During the period 1929 to 1932, the ways and means state- 
ments of the general department of the American Co. show that the 
pension funds were included in the estimated resources to meet the 
yearly cash requirements. In the year 1933, and subsequently, the 
American Co.’s resources, exclusive of pension trust funds, were 
estimated to be sufficient to meet the company’s total financing 
requirement. 

The procedure followed by the various companies in making in- 
vestments in unsecured notes requires only an outlay of cash equal to 
the payment of service pensions. At intervals of 6 months, the com- 
panies issue to the trustee their notes in the amount of service pension 
accruals for the preceding 6 months, plus interest on the notes already 
held by the trustee, less pension payments made during the period. 
This practice has been approved by the trustee, which, as noted above, 
made an agreement with such companies to discharge its obligation 
as to making service payments by this procedure. The amounts 
owing the pension trustee as of December 31, 1935, by the American 
Co. and the 23 associated telephone companies, are classified, on the 
consolidated balance sheet of the System, included as a part of its 
annual report, as “long-term debt.” This practice was initiated in 
1928. By endorsement, the American Co. has agreed that the notes 
of the Bell associated telephone companies given to the trustee of 
their respective pension funds have precedence as to payment of 
principal over demand notes held by it from time to time evidencing 
indebtedness of any of said companies. 

The advantages to the Bell System companies in investing the 
pension funds in companies’ unsecured notes were summarized by 
the chief statistician’s division of the American Co. in 1933. 16 The 
following reasons were set forth: (1) The funding of pension accruals 
does not involve a greater outlay than is required for actual pension 
disbursements; (2) there is no loss of interest resulting from delay 
in the investment and reinvestment of the funds, including interest 
additions; (3) investment expenses are held to a minimum; (4) the 
interest rate carried by the notes is subject to control by the company, 
with the result that the rate assumed in the actuarial computation of 
accrued charges can be practically assured; (5) the principal of the 
fund is not subject to investment losses. 

It was also further stated that there were certain important con- 
siderations which point to the conclusion that the investment of the 
full amount of the pension fund in company notes cannot appro- 
priately be regarded as a permanent procedure. These considerations 
were: (1) Distinction should be drawn between matured liability, 
that is, the amount due employees granted pensions and those eligible 
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to retire with class A pensions at their own request 1# and the accrued 
but not yet matured liability for other employees; (2) doubt that 
substantial amounts provided by pension accruals and interest 
will be needed in the business at the time they are available, and, if 
needed the inclusion on the company balance sheet of so large an 
item in the form of demand notes would be undesirable; (3) State 
commissions may question the integrity of the investment. 

Commencing in 1933, the Bell System began to invest a part of 
the pension fund in securities other than unsecured notes of the 
companies operating under the plan. The greater part of this differ- 
ent type of investment has been in Bell System bonds. The types of 
investments and the amounts thereof of the pension funds for the 
Bell System companies at the end of the years 1927 through 1935 are 
given m the following table. 


Table 75 . — Composition of pension funds of BeU Telephone System , Dec . 31, 1927, 
to Dec . 31, 1935 , inclusive ( cost basis) 


Year ended Dec. 31— 

(a) 

Total com- 
pany notes 

' 

(b) 

i 

Bell bonds 

(0 

United 
States Gov- 
ernment 
bonds 

(d) 

Accrued 

interest 

(e) 

Cash 

(0 

1027 

$6, 952, 198 
52, 657, 228 
66, 931, 549 
83.028. 295 
98,923,684 
113, 819, 658 
113,572,980 
117,562,290 
125, 438,038 





1928 





1029... 





1930 





1031 





1032 





1933.. 

$9, 298, 468 
16, 629,117 
22, 559, 976 

$2, 761, 312 
2, 761,312 
2, 179, 035 

$108, 182 
38,875 
9,871 

$957, 637 
2, 111,334 
1,669,370 

1934... 

1036 



Source: Exhibit 682, tabic 8, p. 16. 


Instructions issued to the trustee, effective February 16, 1938, 
modified the procedure theretofore followed in several important 
particulars, principally the following: (1) The trustee was authorized 
and instructed, until directed otherwise, to invest the pension funds 
in any securities considered legal investments for life-insurance 
companies under the insurance law of the State of New York; (2) the 
companies are to remit to the trustee monthly cash payments equal 
to the amount of service pension accruals; (3) the companies were 
also to remit to the trustee monthly payments in cash equal to the 
amount of current pension disbursements, which monthly payments 
were to consist of (a) interest on all 4 percent unsecured notes of the 
companies held by the trustee and (6) payments on the principal of 
said notes in such amount as will, together with the amounts m (a) 
above, produce the required total; (4) the companies reserve the right 
to make additional payments, either in part or in full on the principal 
of the 4 percent unsecured notes held by the trustee. 

It will be seen that under the modified instructions, the unsecured 
notes of the Bell System company will gradually be eliminated from 
the trust funds and there will be substituted securities eligible for 
investment by life insurance companies in New York. The trustee 
is also given blanket instructions with respect to investment of the 

i* The memorandum provides that funds for this purpose “should be invested in securities representing 
the highest degree of safety consistent with reasonable rate of yield and in such form as not to be “seriously 
questioned by either retired employees or by governmental bodies/ 1 
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funds. These are important in establishing the true nature of the 
pension funds as trust funds and the true capacity of the Bankers 
Trust Co. as trustee for the beneficiary under the pension plan. These 
instructions and the procedure thus established do not constitute a 
change in or modification of the trust agreement, or of the pension 
plan and the modified instructions and procedures are thus still subject 
to further modification within the terms of the trust agreements and 
the pension plan. 

Interest derived from pension fund . — The Bell System accrual method 
of making provisions for a fund to meet service pensions contemplates 
’ that the balance of the amounts annually paid into the fund will draw 
interest. The interest rate assumed in making actuarial determina- 
tions of the sum that should be set aside each year under the Bell plan 
was 4 percent. 

As has been pointed out above, the control Bell System companies 
exercise in investing the pension fund, particularly investments in 
unsecured demand company notes, makes possible the Bell System's 
determining the rate of interest that shall be paid on the pension 
fund. 

During the period from December 1927 to March 31, 1932, an in- 
terest rate of 5% percent was paid to the trustee on the pension funds 
borrowed by the Bell Svstem companies. On the latter date the in- 
terest rate was reduced to 4 percent. As of December 31, 1935, a 
small portion of the pension fund was invested in seven issues of Bell 
System bonds. The coupon rate on five of these issues was 5 percent. 
On the other two issues the coupon rates were 4% percent and 3% 
percent, respectively. A smaller portion of the fund was invested in 
United States Government bonds, the interest on which was 4% 
percent. During the period from December 1927 to December 31, 
1935, inclusive, interest received by the pension fund from invest- 
ment in company notes aggregated $31,093,241. The interest re- 
ceived by the pension fund from bond investments during the years 
1933-35, inclusive, was $1,474,333. 

Accrued and unfunded actuarial pension liability . — There is now 
pending before this Commission a proceeding (Docket 5188) initiated 
Dy certain Bell System companies, but related to findings in the pro- 
posed report of the telephone investigation, in which they seek to 
increase the so-called normal accruals on the full-service basis by an 
amount necessary to arrest the growth of the unfunded actuarial 
liability, which amount is, of course, equal to 4 percent of such un- 
funded actuarial liability. This topic is accordingly left undeveloped 
in this report with the intention of furnishing the Congress and all 
distributees of this report with a copy of the Commission's report 
in Docket No. 5188, when available. 

Employee benefits . — Bell Telephone System companies service pen- 
sion payments for the years 1913 to 1935, inclusive, aggregated 
$22,617,378. Of this amount, $18,410,630 has been paid from the 
pension fund. The remainder, or $4,206,748, was represented by 
charges to operating expense in the year the payments were made. 

From the inception of the Bell pension plan on January 1, 1913, until 
December 31, 1934, the American Co. and the Associated Bell Tele- 
phone companies awarded service pensions to 6,005 employees, of 
whom 4,529 were male and 1,476 were female employees. 17 At 

‘ 7 Figuies for 1935 were not available at the time the preparation of exhibit 136 was undertaken. 
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December 31, 1934, there were 3,645 male pensioners and 1,314 female 
pensioners; the number of male pensioners was 36.5 per thousand 
active employees. At the same date, the number of female pensioners 
was 8.8 per thousand active employees. 

Provision is made in the Bell System pension plan for a minimum 
pension of $30 a month in the case of any full-time employee with 
20 or more years of service. The minimum pension may be less, in 
the discretion of the committee, for employees with less than 20 years 
service or who have been employed on a part-time basis. The terms 
of the plan did not, however, limit the maximum amount which may 
be payable as a pension thereunder. 

(1) Executive benefits . — Terms of employment of pensioned execu- 
tives of the American Co., at December 31, 1934, averaged 41 years, 
and terms of employment of the New York Co.’s pensioned executives 
averaged 38 years. Terms of employment of assistants to operating 
officims, engineers, and supervisory foremen in the long lines depart- 
ment of the American Co. averaged from 36 to 39 years, while terms 
of employment of other employees in this department were from 31 
to 32 years. A study made by the American Co. shows that the 
average wage of the male plant employee increases but little after 
the tenth year of service, while, on the other hand, wages of nonplant 
employees show a continuous increase until the fiftieth year of service. 

Of 4,959 pensioners on the pension rolls of Bell Telephone System 
companies, at December 31, 1934, 33, or 0.7 percent of the total num- 
ber, received 8.5 percent of the total pension payments. These 33 
averaged $903 per month; 2,594 averaged $92 per month; 2,300 aver- 
aged $36 per month; and 32 (part-time employees) received less than 
$30 per month. The general department of the American Co. paid 
$1,985,654 to 118 pensioners during the years 1913 to 1934, inclusive. 
Ten executives received $931,209, or 47 percent of the total. At 
December 31, 1934, there were 89 pensioners on the pension roll of 
the general department. Nine of these pensioners received an average 
of $1,050 per month each, and received monthly pensions equal to 
42.6 percent of the total payments being made by the general depart- 
ment. These 9 pensioners received 23 percent of the pension pay- 
ments made by the general and long lines departments of the American 
Co. The other 334 pensioners on the American Co. rolls received 77 
percent of the pension payments made by the company. 

In July 1934, the American Co. estimated that the present worth 
of future pension payments in excess of $3,600 per annum, as of 
January 1 , 1934, was $21,000,000, for which provision to the extent 
of $6,114,000 had been made and for which there was an unfunded 
actuarial liability of $15,711,000. At the same date it was estimated 
that the sum of $1,750,000 applied to existing pensions and the balance 
applied to future pensions. An estimate was also made of the reduc- 
tion in annual charges that would result if pensions were limited to 
$3,600 annually. In such event, the Bell System accrual rate for 
1933 would have been reduced from 2.76 percent of the pay roll to 
2.62 percent, and would have resulted in a reduction of $580,000 
annually. 

A maximum pension of $1,440 per annum 18 w r ould have affected 
only 449 out of the total of 4,959 pensioners on the pension rolls at 
December 31, 1934, or less than 10 percent. An employee wdth 30 

18 The maximum pension payable under the Railroad Retirement Act of 1935. 
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years' service would have to receive a salary over a period of 10 years 
averaging $4,800 per year, to be entitled to a pension of $1,440 per 
annum. 

(2) Employees ' rights to service pensions . — Prior to the time an em- 

^ becomes eligible to retire, he is given no assurance that he will 
lined in the employment of the company. The plan specifically 
provides that he acquires no such right. Nor has the employee any 
assurance that the plan will be continued by the company, as the 
company reserves the right to terminate the plan at any time. 

Likewise, such an employee has no assurance that the terms of the 
plan in effect when he enters the company's employ, or at a later time, 
will remain unchanged until he acquires eligibility for a service pension. 
The company reserves the right to change the plan at any time, but 
such change shall not affect the rights of any employee, without his 
consent, to any pension to which he has previously become entitled 
under the plan. The possibility of changes in the plan by the com- 
pany materially affecting the status of certain groups of employees 
with respect to eligibility for benefits may be illustrated by the change 
in the automatic retirement rule which became effective in 1930. 

On June 4, 1913, the executive committee of the company adopted 
a resolution providing that on January 1, 1914, every officer or em- 
ployee of the company who was at that tune 70 years of age or more 
should be retired, and that thereafter every officer or employee be- 
coming 70 years of age should be retired at the end of the month in 
which he reached such age. This resolution was rescinded on August 
18, 1925, and a new rule was adopted calling for automatic retirement 
at the age of 65, effective July 1, 1930. An employee in 1930 whose 
term of service at that time was more than 15 years, and who was 
then 65 years of age, would have been able to complete his 20 years 
of service prior to the attainment of 70 years, and would have then 
been entitled to a class A pension. 

There were 572 employees not eligible for service pensions who were 
retired under the 65-year-retirement rule during the period July 1, 
1930, to December 31, 1934. Out of 572 employees mentioned, it 
appears that only 29 could have qualified for a pension under the re- 
tirement rule in effect prior to July 1, 1930. The benefits granted to 
those who were retired during the period ranged all the way from allow- 
ances of a few weeks to the granting of special pensions which con- 
tinued from 1930 through 1934. 

Treatment accorded employees retired under the 65-year retire- 
ment is illustrated by cases arising under the plans of the Illinois 
Bell Telephone Co. and the Pacific Telephone & Telegraph Co., 
chosen from 29 cases set forth in exhibit 136. For instance, 2 em- 
ployees who lacked 10 and 13 days, respectively, of having 20 years' 
service were granted service pensions by the employees' benefit com- 
mittee of the Illinois Bell Telephone Co. Later, these pensions were 
rescinded because the American Co. advised the Illinois Co. that the 
2 employees should have a full 20 years of service to qualify for 
service pensions, and that 19 years, 11 months, and 20 days, and 19 
years, 11 months, and 17 days were not sufficiently long periods. 
After the pensions had been rescinded, special pensions, which may 
be rescinded at any time, were granted these 2 employees. 

The Pacific Telephone & Telegraph Co. discontinued two special 
pensions of employees retired in 1930. These two pensioners had a 
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service record of 19 years, and 19 years and 4 months, respectively, 
yet their special pensions were discontinued after 3 years and 11 
months, and 1 year, respectively. 

Further, the plan provides that pension benefits shall be reduced 
by the amount payable under any governmental pension plan. The 
changes in pension benefits by reason of Social Security have been 
described above. 

When employees fulfill the requirements of eligibility to be retired 
under class A pensions, the plan provides that the “employees may. 
at their own request, or at the discretion of the committee, be retired 
from active service and become eligible to pensions.” It appears 
to be the intent of this language to provide for alternate methods of 
retirement: (1) At the employees' own request, or (2) at the discre- 
tion of the committee. In considering the plan as a whole, it is ap- 
parent that the company makes an offer to its employees of a unilateral 
contract, which becomes binding upon the company when and only 
when an employee complies with the terms and conditions of the 
offer. Employees who have fulfilled the requirements for class A of 
the pension plan have a legal enforceable right against the company 
for the pension provided in the plan. 19 

Retirement of employees under class B or C pensions is entirely 
within the discretion of the employees' benefit committee, with the 
approval of the president or vice president; hence, an employee who 
becomes eligible for a class B or class C pension acquires no contrac- 
tual enforceable rights until there is an award of one of these classes 
of pensions. When the committee exercises its discretion to award 
a class B or class C pension, and the approval of the president or vice 
president is obtained and the award made, it is clearly the intent of 
the plan that the pension so granted shall continue from date of 
retirement to the death of the pensioner, and that the pensioner shall 
have a right to the pension fund. 

There nas been for many years considerable discussion as to the 
true nature of the cost of payments made for pensions under the Bell 
plan. The company has upon occasions contended that the amounts 
ultimately disbursed for pensions were a part of the wages of the 
employee during the years when he was in service. In other words, 
the pension payments when made were merely deferred wages of the 
employee related to the years when he was in active service. At 
other times, other officials of the Bell System have contended that 
the total cost of paying pensions is a cost of doing business which 
cannot be avoided and which cannot be related to the compensation 
of the employees ultimately qualifying for pensions while these em- 
ployees were in service. Either approach adopted by the Bell Co. 
eliminates the possibility that the pension, when paid, may be con- 
sidered in the hght of a mere gratuity granted or denied at the option 
of the company. 

Bell System companies benefits and obligations . — The extent to which 
the Bell System pension plan has solved the problems of super- 
annuation of their employees, the degree to which it has promoted 
high morale among Bell System employees, and the contributions it 
has made to efficient operation of the companies are factors that 
cannot fully be evaluated by a factual investigation. Bell System 

w Schofield v. Zion's Co-op. Merehantile Inst., 39 ^ac. 2, 342, 06, A. L. R. 1063. 
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companies maintain that the pension plan has satisfactorily and 
efficiently met these problems. 

It can be observed, however, that the pension fund has been a 
source of capital for Bell System companies. While this source of 
capital is very small in comparison with total capital requirements, 
the investment of the fund and the earnings therefrom are very im- 
portant considerations in effectuating the purposes of the plan and 
m seeing that telephone subscribers receive equitable treatment. 

(1) Earnings oj the, pension fund . — On December 21, 1927, the date 
of the adoption by the American Co. of the resolution providing for 
the accrual method of meeting service pension payments, the Ameri- 
can Co. suggested to the associated companies a procedure for invest- 
ing their pension funds in company notes. The recommended pro- 
cedure was adopted. Since that date, the funds borrowed from the 
trustee on unsecured notes have been available to the companies for 
corporate purposes, and the borrowings of operating telephone com- 
panies from the fimd have, in one form or another, earned revenues 
on these borrowings. 20 Interest payments to the trustee on these 
borrowings, as has been pointed out above, were 5K percent until 
March 31, 1932, when the rate was changed to 4 percent. 

Prior to October 1, 1936, associated companies paid interest at the 
rate of 6 percent per annum on advances made to them by the Ameri- 
can Co. As compared with this rate, borrowings from the pension 
fund afforded a cheaper source of money than the borrowings from 
the American Co. Since October 1, 1936, this differential has been 
reduced somewhat by the reduction of the interest rate on American 
Co. notes from 6 to 5 percent. 

The assumption of a 4-percent interest rate for making actuarial 
computations over long periods may be reasonable. Failure to credit 
the pension fund with the actual earnings realized on the telephone 
assets, by which the investment is represented is a matter that should 
be considered in fixing telephone rates, particularly when considera- 
tion is given to the fact that telephone subscribers have supplied the 
accruals to the fund and the manner of borrowing from the fund on 

KThe Wisconsin Public Service Commission, in considering the pension plan of the Wisconsin Tele- 
phone Co., which Is practically identical with the plans of other Bell System companies, readied the con 
elusion that the pension funds of that company were invested “preponderantly, if not wholly, in the tele- 

§ hone plant”: “• • • the cash received through revenues to cover pensions’ expense is retained in the 
usiness and is invested preponderantly, if not wholly, in the telephone plant. Consequently, although 
the fund held by the pension trustee Is comprised of the notes of the company, looking through the form to 
the substance of the transaction the fund exists, from the standpoint of the company, in its fixed capital.” 
(Re Wisconsin Telephone Co.. P. U. R. (N. S.) 224.) 
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unsecured notes makes possible pension accruals without cash outlay 
except the amount necessary to meet pension payments. 11 

(2) Dedication of the pension fund to pension purposes . — As has been 
pointed out in a preceding section, the Bell System companies' legal 
obligation to pay service pensions include the payment to persons 
awarded service pensions and to those entitled to retire at their own 
request. The matured obligation for the Bell System companies, 
on December 31, 1936, amounted to $71,744,020, whereas the pension 
fund for these companies on that date totaled $165,775,289. 22 

The difference between these two amounts, considered in connec- 
tion with the obligations under the plan, suggested certain queries, 
during the course of the telephone investigation, in the event (a) the 
pension plan is canceled, and thereafter employees cannot qualify for 
service pensions, and (6) the trust agreements w r ith the Bankers Trust 
Co. are canceled. 

The legal sufficiency of the trust commitment to preserve the trust 
nature of the pension fund and to prevent the assets in the fund from 
becoming general corporate assets in the event of the termination of 
the pension plan or revocation of the trust agreement, was questioned 
by the Wisconsin Public Service Commission in 1932. 23 A similar 
criticism was implied by an examiner in the preliminary report on 
communications companies, submitted to the House Committee on 
Interstate and Foreign Commerce on April 18, 1934. 24 

*1 The Wisconsin Public Service Commission, in 1936, in considering the difference between the interest 
paid by the Wisconsin Telephone Co. on borrowings from the pension fund and the earnings on the invest- 
ment thereof in telephone plant, decided that the telephone subscriber should be accorded the benefit of this 
difference: 

“It may be that a 4-percent interest rate is as high as should be used in the actuarial formulae determining 
the rate of pension accruals. The rate is determined actuarially by consideration of expected experience 
from the date that an employee enters the service until he may be subject to pension. This covers a consid- 
erable number of years. Under such conditions a revision upward in the actuarial rate of interest will mate- 
rially affect the rate of pension accruals. In fact, if a higher rate is used, for example 5.5 percent, the accruals 
will be so reduced that a failure to earn the interest assumed in the formula, even for comparatively short 
periods, might seriously affect the ultimate adequacy of the pension fund. 

“Although 4 percent may be an adequate interest rate for the actuarial computations, it appears only equit- 
able for rate-making purposes to consider the actual earnings on the investment in telephone plant which is 
made by reason of the pension accruals. The tension accruals are charged to operating expenses m the com- 
pany’s accounts. The rate of accrual is based upon a 4-percent actuarial computation. Although 4-percent 
notes are issued to the trustee (although no cash transaction is involved), the fact is that the amount of the 
accruals plus the compound interest thereon is invested in the plant of the company. Thus a situation is 
created where the subscribers are charged with amounts based upon an interest earning of 4 percent whereas 
the plant In which the fund is invested has earned at an average rate of more than 6 percent for many years 
in the past. 

“The commission is of the opinion that the subscribers of the company, hav ing paid the amount of the pen- 
sion accruals to the company through rates for telephone service, should be given the benefit of earnings on 
the fund in excess of the stated rate used in the actuarial formula. • • • 

“• • • (the) excess interest earning should be credited to the pension accrual expense for rate-making 
purposes in order that the subscribers may receive full credit for the interest on the pension accruals which 
they pay in telephone rates. 

“This treatment of earnings on the pension fund in excess of the stated rate of interest used in the actuarial 
formula is analogous to the treatment of dividends received on life-insurance policies. Premiums are paid 
for life insurance. The amount of premium is usually determined based on actuarial formulae involving the 
use of a 3-percent interest factor. The investments of the insurance company may earn more than the rate 
used in the actuarial formula. In the case of participating policies, this excess earning, or a portion thereof, 
is returned to the policyholder as a dividend. 

“Accruals are made for pensions (analogous to the insurance premiums) based on actuarial formulae involv- 
ing a 4-percent interest factor (analogous to the 3-percent rate used generally by insurance companies) and 
the accumulated accruals plus compound interest arc, in effect, invested in telephone plant (analogous to the 
insurance company’s investments). The telephone plant earns more than the 4-percent interest used in 
computing the pension accruals and, for rate purposes, the excess earnings (analogous to dividends on in- 
surance policies) should be credited against the pension accruals in order that the subscribers who pay the 
accruals through telephone rates should receive the benefit thereof and be charged with only the net cost of 
pensions.’’ {Re Wisconsin Telephone Co., 13 P. U. R. (N. S.) 224.) 

» Schedule 13, sheet 9, exhibit 581, extended to include the year 1936. 

a Re Wisconsin Telephone Co., P. U. R. 1932D. 173, wherein the Commission said: “This ‘trust’ Is 
patently stamped as revocable at the whim of the donor, the telephone company.” “This agreement (the- 
trust agreement) creates neither a specific fund nor a trust of any value to employees.” 

M H. Kept. No. 1273, Preliminary Report on Communication Companies, 73d Cong., 2d sess., exhibit 

No. 1, p. xxxii. 
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Following this criticism, the pension plans were revised by the com- 
panies undertaking, in the event of the termination of the plan or the 
revocation or other termination of the trust agreement, “to preserve 
the integrity of the pension fund as a trust fund to be applied solely 
to service-pension purposes, and to take such action as may be neces- 
sary or appropriate to insure the application of the entire fund to such 
purposes.” 

This revision was made effective by resolutions of the boards of 
directors of the companies having pension plans, dated August 15, 
1934, which contained the following proviso: 

* * * it is and has always been the intent of this company that the trust 

fund known as the pension fund * * * be irrevocably devoted to service- 

pension purposes, and that no part thereof shall constitute assets of the company 
or revert to the company in case of the termination of said plan or any trust- 
agreement made pursuant thereto; * * * 

Effective September 1, 1938, the plan was amended to provide 
specifically for the disposition of all amounts in the pension fund in 
the event the plan might be terminated. The plan and the resolu- 
tions of the boards of directors with reference thereto, before the 
amendment of September 1, 1938, provided that the funds should be 
irrevocably devoted to pension purposes, but did not designate the 
disposition of the fund in excess of the amount necessary to meet the 
matured liability. Thus there might still have been grounds for 
criticism, since there was a possible construction of the phrase “pension 
purposes 77 in the resolutions and in the plan, that the payments might 
he limited to those made to persons who were on the pension roll and 
to the employees entitled to a pension at their own request at the 
termination date, in case the plan were terminated. 

Summary. 

The payment of service pensions to retired employees was first 
placed on a systematic basis by the Bell System companies in 1913. 
The plan established at that time was operated on a disbursement or 
“pay-as-you-go 7 7 basis until January 1, 1927, when an accrual basis 
was adopted. Later in that year, a trustee was appointed to ad- 
minister the pension fund accumulated bv periodic accruals and 
interest accretions. In 1928 the accrual method was changed from the 
15-year basis to the full service accrual basis. The total cost of paying 
pensions chargeable as operating expenses under existing accounting 
rules under any proposed accrual and funding basis is less than on 
the “pay-as-you-go 77 basis due to the fact that actual disbursements 
under the latter basis are represented in part by interest earnings on 
the fund accumulated in advance. Under trust agreements with the 
trustee, Bell System companies have retained the entire control over 
investments of the pension fund; and in the exercise of that control, 
they have invested practically the whole fund in Bell System obliga- 
tions by directing the trustee to purchase such obligations, the great 
majority of which are unsecured demand notes. Amended but revoc- 
able instructions to the trustee, effective February 16, 1938, provide 
generally for gradual elimination of Bell System companies 7 unsecured 
notes from the trust funds and substitution of securities eligible for 
investment by life-insurance companies in New York. 

Pension accruals for the years 1927-35 totaled $102,053,898; 
pension payments during this period from the fund aggregated 
$18,410,630. The balance in the fund as of December 31, 1935, was 
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$151,756,289. Principally because there existed at the time the 
accrual method was initiated an unfunded actuarial liability, due to 
the fact that insufficient provisions had been made prior to the adop- 
tion of the full service accrual method to meet service pensions for 
employees then in service, and interest accretions have been deficient 
on account of such liability, there existed as of December 31, 1936, 
an unfunded actuarial liability of $187,141,022, according to the 
American Co.'s computations. This deficiency, as of the last-men- 
tioned date, reflected a material reduction because of a contemplated 
lowering of the amount of benefits payable by the company beginning 
in 1942 on account of benefits then payable under the Social Security 
Act. 

Under the plan three types of service pensions are awarded. 
Eligibility for retirement is dependent upon employees attaining a 
specified age and completing a specified term of employment. Only 
as to class A pensions, for which eligibility of males depends upon 
attaining the age of 60 years (females, 55 years) and completing a 
20-vear term of employment, may employees be retired at their own 
request. Employees may retire on class B and class C pensions only 
at the discretion of the employees’ benefit committee. Each com- 
pany maintains an employees’ benefit committee to administer the 

? lan, which is composed of company executives and their assistants. 

n general, annual pensions are determined on the basis of a per- 
centage (1 percent for each year of employment) of the average annual 
salary during the last 10 years of employment. In this calculation 
the annual average of the 10 consecutive years of highest pay may 
be substituted for the average annual salary for the last 10 years, in 
the discretion of the employees’ benefit committee, subject to executive 
approval. 
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CHAPTER 17 

PUBLIC RELATIONS 


The public relations policies of the Bell System have been developed 
for the purpose of protecting its investment and maintaining the profit 
opportunity presented by the communications field. The stated 
policy of the system is to give the best possible service at the least 
possible cost consistent with financial safety. Cultivation of public 
confidence is sponsored to diminish public criticism and thus increase 
the social, economic, and political stability of the Bell System. The 
system’s public relations policies are based upon a long-range cultiva- 
tion of public opinion through various means. 

The keen competitive warfare which followed the expiration of the 
basic Bell patents impressed upon the Bell management the necessity 
for friendly public relations. As a result the Bell System’s policies 
underwent a change. This was first evidenced around 1907, in the 
system’s attitude toward independents. The former policies of refusal 
to connect and refusal to sell Bell equipment to independents were 
reversed. During this period the management turned to improvement 
in service, in personnel, and in personnel attitude. 

By 1910, competition had been eliminated insofar as it threatened 
seriously the profits of the system. The Bell management was suffi- 
ciently far-sighted to realize that a Nation-wide telephone monopoly 
could not be achieved in the absence of competition as insurance 
against extortion unless some degree of public regulation were pro- 
vided. The annual reports of the American Co. for the years 1908, 
1911, and 1912, indicate an acceptance of public regulation as a substi- 
tute for effective competition. The hope was expressed that the State 
regulatory commissions would adopt the judicial attitude, would be 
permanent, and therefore less susceptible to public pressure. 

It was during this period, 1910-13, that the new management under 
Theodore N. Vail embarked upon the policy of educating the public 
in the advantages of telephony as developed by the Bell System. The 
policy of humanizing a vast corporation was begun and still continues. 
It has been clothed with a service ideology. The vast resources of a 
Nation-wide business were recruited in the task. 

Today the Bell System’s aim of protecting its investment in the 
communications field, and maintaining and increasing its revenues, 
makes itself felt in the field of public relations through a policy utilizing 
three primary means: indoctrination, economic contacts and politico 
activities . 1 Bell System public relations will be discussed under these 
three broad groupings. 

Indoctrination. 

The educational campaign to sell the Bell System to the public has 
been based upon a vast program of propaganda directed to the 
dissemination, among diverse groups, of the idea that the organization 


1 Bell System public relations policies and practices are summarized in exhibit 2090-E, pp. 1-192. 
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of the Bell System gives the most efficient and inexpensive telephone 
service in the world. The channels through which this program has 
been carried on are summarized briefly herein. 

Employee relations with the public . — The employees of the Bell 
System represent a cross-section of the entire social strata. Not only 
through courtesy and efficiency in handling their relations with the 
public during office hours, but in social contacts outside the office, 
this large group carries on a campaign of good will and education of 
the general public to the merits of the Bell System. Next to the 
Federal Government the Bell System is the largest single employer 
of labor in the United States. In 1929, at the peak of employment, 
there w r ere approximately 450,000 employees in all the Bell controlled 
companies. As of December 31, 1936, Bell System employees num- 
bered approximately 300,000. These employees are spread throughout 
the United States, reaching into all of the large cities and most of the 
counties. They receive special instruction in methods of contacting 
the public. 

In addition to the individual efforts of the employees to promote 
good will, publicity and public relations problems of the Bell System 
are concentrated in an information or public relations department in 
each company. The fimctions of such departments are substantially 
the same. The information department of each company is headed 
by a person ranking high in importance among the officials of the 
company. Uusally he is a vice president or assistant to the president. 
Most of these men are “career men” in the telephone business. Some 
have had experience outside of the telephone field, usually in the news- 
paper or publicity field. Many are former newspaper reporters, edi- 
tors, and publishers. It is the function of each information depart- 
ment to act as spokesman for the executive departments of the com- 
pany, either through the written word, motion pictures, advertise- 
ments, or through any other means by which the company speaks to 
the public. It also endeavors to ascertain the public's point of view 
and to act as an interpreter of the public to the company. Such de- 
partments prepare advertising, read proofs, and attend to the physical 
duties in connection with advertising campaigns. The officer in charge 
consults frequently with the commercial manager of the company 
and wdth division commercial managers. 

The publicity department serves in an advisory capacity to all other 
departments, its facilities being used to solve any problem of those 
departments in which relations with the public are involved. Such 
departments prepare news releases and stories for the use of com- 
mercial departments and for circulation among employees, stock- 
holders, subscribers, and newspaper editors. Publicity conferences 
are held under the auspices of the American Co. once or twice a year. 
At such conferences problems common to all companies are discussed. 

The information or public-relations departments are not the only 
organizations that engage in long-range cultivation of public opinion. 
The commercial departments of the various operating companies of 
the Bell System are important vehicles in public relations. They 
come into daily contact with the public and have an opportunity of 
visiting people on operating matters and sales efforts. Public rela- 
tions are a major item in the commercial programs of Bell operating 
companies. 
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The legal departments of the Bell operating companies are also 
active in public relations, particularly with respect to specific objec- 
tives, such as proposed legislation or prosecution of cases before courts 
and commissions. 

Noncommercial contacts . 2 — Bell companies encourage their employ- 
ees to become members of business, social, scientific, and professional 
societies and athletic clubs, because such organizations afford contacts 
with the leaders in general public activities and with those molding 
public sentiment. Usually this is accomplished upon the initiative 
of the Bell companies, which pay the membership fees. Business 
clubs in which memberships are purchased include credit and mer- 
chants' associations, Lions, Kiwanis, and Rotary clubs, and chambers 
of commerce, to mention a few. Professional and scientific societies 
include bar associations, medical associations, American Public 
Health Association, American Statistical Association, etc. 

During the year 1934, Bell Telephone companies and the Western 
Electric Co. paid dues and contributions, amounting to $473,683, to 
5,178 noncommercial organizations for 7,960 memberships. During 
the 10-year period, 1925-34, inclusive, total dues paid by Bell System 
companies tor memberships in such organizations amounted to 
$4,848,048. Of this sum, $3,972,348 was charged to operating 
expenses. In some organizations the Bell companies have a large 
delegation. In 1934, they held 108 memberships m the United States 
Chamber of Commerce for which they paid $18,725 in dues and con- 
tributions. During the 10-year period, 1925-34, inclusive, $180,187 
was paid to this one organization. In addition to membership dues 
and contributions to these organizations, some Bell companies invested 
money in the stock or mortgages of social, athletic, and civic asso- 
ciations. Frequently these investments are written down to $1 on 
the books. 

Publications and authors . — In furthering the program in developing 
favorable public opinion, the Bell System has made use of news- 
papers, news services, magazines, and books. 

Investigation disclosed intimate contact between Bell System com- 
panies and two labor newspapers, the Union, of Indianapolis, Ind. r 
and Work, of Columbus, Ohio. The American Co., in 1918, bought 
45,400 copies of a pamphlet, at $25 per thousand, reprinted from a 
series of articles appearing in the Union on the subject, How About 
Conserving the Public Utilities? The American Co. supplied the 
mailing list for distribution of the pamphlets. In 1919 the American 
Co. bought 10,000 copies of each of two articles appearing in the 
same organ, entitled, “American Labor Must Destroy Bolshevism,” 
and “Adequate ‘Phone Rates’ Must be Provided.” The American Co. 

} >aid $12.50 per thousand for copies of this latter article in pamphlet 
orm. During the 7-year period, 1918-24, inclusive, the American 
Co. subscribed for articles appearing in the Union to be reprinted and 
distributed in pamphlet form. The articles, in general, were relative 
to utility and telephone interests and covered labor, political, and 
legislative subjects. 

Contributions were made to the labor newspaper Work, located at 
Columbus, Ohio, by the Ohio Bell Telephone Co. during the period 
1924-28, inclusive, and in 1931, but no copv was run in the publication 
during the years 1927, 1928, and 1931 for the Ohio Bell. 


* For detailed discussion see exhibit 228, chapter IT, pp. 27-38 
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The Bell System had secured favorable and widely circulated pub- 
licity through certain news services, particularly the Hofer Service 
issued by E. Hofer & Sons. This service was formerly one of the best- 
known avenues for distribution of propaganda by public utilities and 
was widely used by them. It was referred to frequently in the Federal 
Trade Commission’s report on the propagandists’ activities of the 
electric and gas associations. The American Co.’s connection with 
the Hofer Service was actively maintained during the period 1918—25, 
inclusive. At the present time no relations exist between the Ameri- 
can Co. and the Hofer Service. The Hofer Service was a syndicated 
news service, published as a news sheet, giving news and editorial 
comments which were sent to newspapers throughout the country, 
particularly throughout the Northwest. The service was conducted 
without charge to the papers for the articles received. The news 
articles and publicity issued by the Hofer Service for the Bell System 
were frequently written, and always distributed, at the instance of 
Bell companies. A total of $102,306.76 was paid by the Bell System 
to the Hofer Service during the period 1915-31. Most of the pay- 
ments were made during the period 1923-28. Payments were usually 
made monthly, each payment approximating $1,200. The purpose of 
the payment, designated by Bell companies, was a subscription to 
industrial development campaign, including a proportionate share of 
the subscription price of The Manufacturer sent to newspapers. 
Through this service publicity favorable to the Bell System was 
introduced to many newspapers in the United States. The number 
of newspapers receiving this service at one time (November 5, 1924) 
totaled 14,000. 

The Bell System was also one of the underwriters of Public Utilities 
Reports, a publication comprising reports of State utilities commis- 
sions and court decisions, and Public Utilities Fortnightly, a publica- 
tion of matters of interest in the utility field. Public Utilities Reports 
was underwritten by a group of utility companies and other users, 
such underwriting being secured by the utilities publication committee, 
composed of certain persons designated by utility interests. Certain 
utilities and other users agreed to underwrite pro rata shares of any 
annual deficit on Public Utilities Reports, the maximum obligation 
of any such shares being limited by a stated annual subscription, 
renewable at 5-year intervals from January 1, 1915, and such sub- 
scriptions coming within the terms of a trust agreement with the 
Bankers Trust Co. of New York as trustee. The board of directors 
of Public Utilities Reports, Inc., annually presented the financial 
needs of Public Utilities Reports to the utilities publication com- 
mittee, which in turn authorized the trustee to issue a call upon the 
underwriters for their pro rata shares of any deficit on that publica- 
tion. Headquarters of the committee were in the Munsey Building 
in Washington, D. C. During the period 1916-28, the American Co., 
under the agreement, paid a total of $15,150. A similar underwriting 
agreement was continued by the American Co. for 5 years from 
January 1, 1930, under which $10,000 was the stated maximum sub- 
scription against which pro rata calls could be made. Instead of 
direct subsidization of this amount, however, the American Co. agreed 
to take subscriptions amounting to that sum. During the period 
1931-34, inclusive, the Bell System held 533 subscriptions to Public 
Utilities Fortnightly and 47 subscriptions to Public Utilities Reports. 
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The above order resulted in an annual expense to the American Co. of 
$9,992.50. In 1935, the number of subscriptions was reduced to 435 
copies of the Public Utilities Fortnightly and 38 copies of the Public 
Utilities Reports, for which the American Co. paid $9,113.75. In 
1936, the subscriptions were further reduced to 429 copies of the Public 
Utilities Fortnightly and 40 copies of the Public Utilities Reports, 
the American Co. paying therefor the sum of $8,235. 

Three books which may properly be described as propaganda for 
the Bell System have been prepared and published under the auspices 
of the American Co. In each case the author of the book was paid 
by the American Co. for its preparation and the company secured a 
publisher for the volume after it was written. In no case did the 
connection of the American Co. with the volumes appear in the 
books themselves. 

The three subsidized books are: History of the Telephone, by Her- 
bert N. Casson, published by A. C. McClurg & Co. (Chicago) in 1910; 
Government Telephones, by James A. Mavor, published by Moffat, 
Yard & Co. (New York) in 1916; and The Telephone Idea, by Arthur 
Pound, published by Greenberg, Publisher, Inc. (New York), in 1926. 

The History of the Telephone, written by Casson, is a story of the 
original invention of the telephone with emphasis on the early struggle 
of Alexander Graham Bell, including the patent litigation and explana- 
tion of telephone problems, and a comparison of the Bell Telephone 
System with those in foreign countries, closing with a denunciation of 
Government ownership. The author was formerly an editor on the 
staff of the New York World and later on Munsey’s Magazine. At 
the time of the preparation of the volume he was engaged as a lecturer 
and independent writer. A total of $8,414 was paid to Casson by the 
American Co. The distribution of the volume was arranged through 
the publishers, A. C. McClurg & Co. There was no indication given 
to the people receiving the book, whether a reviewer or a library, that 
it had been prepared for or distributed by the American Co. Thus, 
to an outsider the book would seem to have been written in the usual 
fashion by a free lance journalist who had arranged with McClurg 
& Co. as publishers to distribute it. By the end of 1910, more than 
10,000 copies of the book had been distributed to libraries, technical 
and popular journals, reviewers, etc. 3 

Government Telephones, by Mavor, contains a discussion of Gov- 
ernment ownership and operation of the telephone system in Manitoba, 
Canada. It condemns Government ownership of utilities. The 
author was professor of political science at the University of Toronto, 
was a prominent economist in Canada, and had made several studies 
of Government ownership of utilities. A total of $2,050 was paid 
Mavor by the American Co. The connection of the American Co. 
with the preparation and publication of the book is not shown in the 
volume. But that company apparently handled the publication and 
distribution of the copies. The book was distributed to reviewers, to 
the public, and to selected libraries. 

Pound’s The Telephone Idea sets out the history of the telephone 
invention and sketches its development and present social^importance, 
with occasional reference to the quality of management of the Amer- 
ican Co., the diversity and number of its stockholders, etc. The 
author has served as editor and contributor to prominent newspapers 

* Since 1910, the book has been reprinted at least once. The book sold for $1.50 a copy. 
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in the United States. At the time he was commissioned to write 
The Telephone Idea, he was serving as editor of the Atlantic Monthly 
Press ana associate editor of the Independent. A total of $2,385.12 
was paid Pound by the American Co. The first two publishers 
approached, the Macmillan Co. of New York City and Payson 4 
Clark Ltd., of New York City, declined to publish the book on the 
ground that it constituted propaganda. One thousand copies of a 
special de luxe edition and 10,000 copies of a regular edition were 
eventually printed by Greenberg, Publisher, Inc. By December 
1934, 9,000 volumes of the regular edition of 10,000 and 550 volumes 
of the de luxe edition had been distributed. 

Relations with educational institutions . — The connection of Bell 
System officers and directors with colleges and universities is quite 
extensive. As of November 1, 1935, executive officers and directors 
of the Bell System held responsible and controlling positions in the 
councils of 69 universities and colleges in the United States, including 
most of the well-known major institutions. In 14 of these 69 institu- 
tions, there were at least 2 Bell representatives. At that time, 3 of 
the trustees of George Washington University were directors of the 
Chesapeake & Potomac Telephone Co.; 4 members of the corporation 
of the Massachusetts Institute of Technology were officers or directors 
of various Bell companies; 3 officials, including the general counsel of 
the Illinois Bell, were trustees of Northwestern University; 3 directors 
of Bell System companies occupied the positions of chairman of the 
board of trustees, life trustee, and member of the executive committee 
of Princeton University; 3 directors of Southwestern Bell were direc- 
tors of Washington University of St. Louis, 1 of them occupying, in 
addition, the position of first vice president, and chairman of the 
executive committee of the university; 3 directors of the Ohio Bell 
Telephone Co. were trustees of Western Reserve University. The 
most significant contacts of the Bell System are with Harvard Uni- 
versity. There are 10 officers and directors of Bell telephone com- 
panies holding various positions in that university. Three of them 
are overseers and 1 a fellow of Harvard College. 

In 1924 the general committee of the American Co., including repre- 
sentatives of the personnel department, operating and engineering 
department, development and research department, and the engineer- 
ing department of Western, formulated a program to present tele- 
phone apparatus and equipment to educational institutions. It was 
planned to spend $250,000 as gross initial outlay with an annual 
outlay of $50,000 for maintenance. No substantial part of the con- 
templated outlay for maintenance was ever actually disbursed. The 
gifts were to go primarily to schools of the highest types which fur- 
nished most of the recruits for the Bell System. It was thought that 
such gifts would aid materially the associated companies in strengthen- 
ing their relations with the educational institutions located in their 
respective territories. 

Lectures and demonstrations are given frequently in colleges and 
secondary schools. In 1934, for example, Southwestern Bell Tele- 
phone Co. employees gave 97 lectures in schools within their territory, 
with an attendance of 46,785. In 1927, the Western Electric Co., 
through the same means, reached approximately a million people. 
Advertising is placed by the Bell System in college publications to 
engender good will. 
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Numerous instances of Bell System efforts to indoctrinate professors 
and students are available. Articles prepared by college professors 
on utility subjects are perused carefully by Bell System officials. If 
theories and arguments are presented which are considered adverse to 
the best interests of the Bell System, the authors are contacted and 
diplomatic attempts made either to change the authors opinion or to 
secure his agreement to a change of wording. 

An excellent illustration of attempts at indoctrination of students is 
afforded by the lectures of Nathaniel T. Guernsey during the years 
1914-1933. From 1914 to 1919, Guernsey was general counsel 
of the American Co.; general counsel and vice president from 1919 
t-o 1926; and vice president only from 1926 to 1930. 

The purpose of Guernsey's lectures was to indoctrinate college, law 
school, ana graduate students with a philosophy favorable to public 
utilities in general and the Bell System in particular, on controversial 
questions. Indoctrination of professors was attempted in the same 
manner. Guernsey's invitations to lecture were generally not spon- 
taneous but solicited by local representatives of the Bell System. 
Copies of outlines of most of his lectures were printed for distribu- 
tion. The subject matter of the lectures was invariably the vital 
controversial issues upon which the Bell System was waging constant 
battle, such as reasonable rates, valuation, depreciation, regulation 
versus management, etc. The viewpoint was that of the company: 
the analysis, that of Guernsey; the citations, the strongest the legal 
department of the company could find to support its position. The 
general subject discussed by Guernsey was the regulation of public 
utilities. The lectures were generally given over a period ot from 
3 to 5 days during regular class periods. Thev consisted of the fol- 
lowing: A definition of a public utility and of regulation; power of 
States to regulate; jurisdiction of courts and regulatory bodies; the 
general scope of the commission laws; discussions of what is a reason- 
able and just rate; the function of the State commission; and prob- 
lems relating to the valuation of public utility property, capitaliza- 
tion, revenue, depreciation, value, and the reproduction cost theory 
of determining value. 

The chief methods employed in indoctrinating students in secondary 
and primary schools are lectures, demonstrations, and motion pic- 
tures. Visual education through the means of motion pictures has 
been a powerful influence in aidmg the Bell System to sell its ideology 
to the youth of the country. 

Another educational policy of the Bell System is exemplified by its 
participation in work of public utility information bureaus organized 
m the several States and variously known as committee on public 
utility information, public service information bureau, public utility 
information bureau, utility association, or public service bureau. 
The purpose of these public utility bureaus was the distribution of 
publicity favorable to utility interests. They were sponsored by gas, 
electric, and telephone companies and were active m behalf of the 
National Electric Light Association and the American Telephone & 
Telegraph Co. Most of the associated companies of the Bell System 
joined the State information bureaus. During the period 1926-35, 
inclusive, a total of $189,513.58, was paid by associated companies to 
the State committees. Most Bell System companies withdrew from 
the State committees in 1928 and 1929, as the result of the institution 
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of the Federal Trade Commission’s investigation of the activities of 
such committees. 

Propaganda through motion 'pictures . — During the past 10 years, the 
American Co. has produced 56 motion-picture films for publicity pur- 
poses. These films have been shown in all parts of the United States. 
The number of showings ranged from 33,211 in 1926, to 146,474 in 
1931. The attendance at films produced by the American Co. ranged 
from 18,557,313 in 1935 to 74,074,854 in 1931. The production and 
distribution cost of these films for the last 6 years, exclusive of salaries, 
traveling expenses of personnel, and various incidental expenses, 
amounted to more than half a million dollars. The motion-picture 
bureau of the American Co. was organized in 1924. It is a part of the 
information and advertising department of the American Co. Con- 
tacts are generally made through directors of motion-picture theater 
chains or managers of motion-picture houses. 

The films produced by the Bell System have generally been of an 
educational type. An example of films produced by the American Co. 
is the picture entitled, “Getting Together.” Soon after the intro- 
duction of the hand telephone set as standard equipment a great deal 
of criticism was leveled at the company by subscribers because of the 
extra monthly rental charge for hand telephone set service. This 
picture, “Getting Together,” was apparently made in an effort to 
quiet some of these protests. The picture was produced by trick 
photography, showing the automatic self-assembly of the hand set. 
Its scheme was as follows: First, a complete hand set was shown on a 
desk; next, an animated “imp” was shown arranging on a screen a list 
of the materials used in manufacturing a hand set; following that, an 
unassembled mass of individual parts was portrayed. Presently, the 
parts were made to march to martial music about the desk in parade 
and were then made to form a completed instrument. The entire 
picture was accompanied by music. The picture was designed to 
show the great number of raw materials and separate parts required in 
construction of the hand telephone set and to suggest the difficulty of 
manufacturing problems involved. Bell System officials claimed that 
it helped silence some of the criticism of the extra charge on the hand 
telephone set. 

In addition to the showings of the Bell System pictures in theaters, 
the associated companies arrange for many showings in schools and 
civic association meetings. The films are furnished to schools and 
civic associations free of charge and, if necessary, an operator and 
projector are supplied gratuitously. In many instances, notably 
Philadelphia, Allentown, and Pittsburgh, as well as numerous cities in 
Ohio, the boards of education have permitted the entire series of Bell 
System films to be shown to the student bodies. A typical illustration 
of the manner in which Bell System films were introduced in schools is 
afforded by the plan of the Ohio Bell Telephone Co. That company 
published several pamphlets, including Plan Your Program with 
Telephone Films, and The Telephone Story in Words and Pictures, in 
which were listed the names and descriptions of all Bell System films 
available for distribution. These pamphlets were circulated through- 
out Ohio. The public was urged to take advantage of the offer, inas- 
much as the service was to be furnished without cost. These pamph- 
lets, together with advertisements, were circulated through parent- 
teachers’ associations and mention made of them in magazines and 
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other school publications. When a school answered such an adver- 
tisement, the Ohio Bell sent a pamphlet listing the available films. 
In some instances, educational bookets were sent out for use in class- 
rooms. The titles of these booklets were of the following nature: 
The Birth and Babyhood of the Telephone, Overseas Telephone Serv- 
ice, The Magic of Communication, The Early Corporate Development 
of the Telephone, Two-Way Television, Telephone Almanac, The 
Telephone in America, Aircraft Radio Development, From the Far 
Corners of the Earth. During the 4-year period 1932-35, inclusive, 
Bell System films received 5,047 showings and reached 1,103,530 
students in Ohio. 

Relations with the press . — Bell System companies attempt to 
establish and maintain friendly relations with newspaper editors, 
publishers, and reporters in their respective localities. Intimate con- 
tacts with editors and reporters are established and systematically 
maintained. Bell System publicity managers advise local representa- 
tives to cultivate newspaper reporters as well as editors on the theory 
that it is the reporters’ copy that appears as news and that it is the 
“reporter of today who will be the editor of tomorrow.” 

The commercial department, through its exchange, district, and 
division managers and other employees, is charged generally with 
maintaining these friendly relations. Newspaper publicity and 
editorial matter are furnished to, and advertising placed with, the 
press bv the regular commercial organizations. Through these con- 
tacts the company seeks to win the confidence and friendship of 
persons connected with the press. 

For a number of years the press has been given a great many articles 

I jrepared by Bell System companies and presented to editors for pub- 
ication. Generally, these articles deal with construction activities, 
changeability of service, human-interest stories, information on rates, 
and other matters involving the telephone. Although the subject 
matter may be classified as “news,” the company selects and treats 
the material in such a manner that the public is likely to be impressed 
favorably. News matter is regarded by Bell System managers as 
more convincing to the general public than similar information when 
presented in the form of paid advertising. In addition to the publicity 
received as a direct result of “hand-outs” or stories prepared for pub- 
lication, the companies secure a large amount of publicity through 
the distribution of clip sheets, employees’ magazines, and other 
printed material placed in the hands of editors by the commercial 
department. The information department of the American Co. 
compiles a monthly bulletin on telephone information for the news- 
papers called News and View’s of the Telephone Service. This bulletin 
was preceded by Telephone Press Service, which w as inaugurated in 
1921. These bulletins are distributed through the associated com- 
panies to newspapers. They contain a note to the editors that no 
credit need be given for using the material offered. During the 
period 1926-35, a total of 1,419,732 copies of News and View’s of the 
Telephone Service were distributed by the American Co. and asso- 
ciated companies to newspapers. Surveys made by the American 
Co. show’ that extensive use is made by newspapers of this type of 
information. The American Co. also distributes large numbers 
of The Telephone Almanac through the associated companies, wdiich 
in turn make them available to editors. The Telephone Almanac is 
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a modem manual of information in ancient dress, containing informa- 
tion and data of the United States, particularly regarding the history 
of development of communications. During the period 1926-35, 
inclusive, a total of 13,330,942 manuals were distributed by the 
associated companies in their respective areas. 

The Bell System companies maintain contacts with editors, not i 
only through personal visits, but by attendance at newspapers 1 asso- 
ciation meetings. The investigation disclosed an instance in which 
concession service was granted by a Bell System operating company 
to a State press association and that a newspaper, edited by the 
secretary of the association, published an editorial favorable to the 
Bell System and also discussed with certain public officials the general 
subject of the reasonableness of telephone rates. It is a general 
practice of Bell System companies to have personal contacts with 
newspaper editors whenever items appear which are critical or un- 
friendly to the company. Attempts are made in these conferences to 
influence the future attitude and course of action of such editors. 
Explanations are made as to the reasons for certain Bell System 
pohcies which may be criticized. In this manner, it has been possible 
to check adverse criticism on the part of the press. Bell System 
companies also investigate unfavorable items contributed by the 
public to the open forum of newspapers. Personal interviews are 
generally arranged with subscribers who have written letters to editors 
criticizing the company. In some instances, the companies have 
secured agreements from editors that they will submit such letters 
of criticism to representatives of the company for their examination 
before publication. 

Bell System publicity reaches its peak during the periods when rate 
increases are either pending or proposed. Publicity during these 
periods is organized systematically, along the following lines: The 
preparatory canvass for public endorsement of the rate project, 
preparation of newspaper advertisements preliminary to hearing, 
during the hearing, and following the decision; preparation of pub- 
licity for use by employees, including letters, booklets, and envdope 
enclosures; publicity for use of subscribers and the general public, 
comprising letters, booklets, and envelope enclosures; publicity for 
the press, including new stories, interviews, and suggestions for 
editorials; suggestions with respect to the type of talks to be made 
to commercial clubs and similar organizations; preparation of publicity 
for window posters ; preparation of samples of resolutions to be adopted 
by commercial clubs. 

Testimony introduced at the hearings in the special investigation 
illustrates the manner in which a judicious placing of advertising 
with certain newspapers has changed the attitude of the editor from 
one of opposition to one of cooperation. Generally, Bell System 
advertising is of two types, institutional advertising for the purpose 
of selling the system to the public, and service-sales advertising, to 
sell the services of the company. The general objective of newspaper 
advertising from the Bell System viewpoint is to aid the public in 
understanding the policies, practices, problems, and ideals of the 
system to the end that the companies may be able to furnish the best 
possible service at the lowest possible cost. 

The chief function of the institutional advertising is to create good- 
will among the subscribers and the public in general. It has been 
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directed, therefore, at the feelings, attitudes, and emotional beliefs of 
the public through the dissemination of specific types of information. 
Advertisements are grouped according to specific types of appeal. 
Illustrations of these have been grouped under the following general 
headings: Constant expansion requires new inventions; Bell growth 
has kept pace with the needs; old equipment has been discarded for 
newer ana better equipment, etc. These in turn, have been placed 
under headings which represent people’s feelings, attitudes, and emo- 
tional beliefs, and grouped under the following: Constant progress, 
the telephone as a convenience, the necessity for efficient operation,, 
constant service improvement, popular ownership, necessity of central 
unified control, romantic elements of communication, the subscriber 
must do his part, superiority of United States telephone service, 
diversity of stock ownership in the Bell System, and amount of taxes 
paid by the system. The foregoing represents statements of the 
purpose of advertising insofar as its effect upon the public is concerned. 

During the period 1922-35, inclusive, the Bell System spent a 
total of approximately $68,000,000 for advertising. 4 

The Bell System does comparatively little advertising by radio, 
despite the fact that it is one of the beneficiaries of radio broadcasting 
through the leasing of circuits for program transmission service. 
The reasons, as stated by one of its advertising agents, 4 for the Bell 
System’s failure to advertise more extensively over radio are twofold ; 
first, such advertising would direct the public’s attention to the 
amount of money being spent for advertising purposes, and second, 
the probable adverse effects upon the established goodwill of news- 
paper editors. 

Economic Contacts. 

In addition to indoctrination through various processes of promo- 
tional education, the Bell System’s aim of protecting its investment 
and revenues is aided by economic contacts such as corporate connec- 
tions, banking relations, insurance and material purchases, and wide 
distribution of stock. 

Corporate connections .« — By means of interlocking directorates, the 
corporate connections of the Bell System are quite extensive. On 
November 1, 1935, the American Co. had 40 officers and directors. 
Of these, 23 had official positions with 195 business organizations 
outside of the Bell System, 137 of which business organizations con- 
trolled net assets of approximately $30,000,000,000, as of December 31, 
1934. When the $5,000,000,000 of Bell System assets are added, 
the total consolidated assets over which these 23 men have some 
control, either individually or collectively, approximate $35,000,000,- 
000. These contacts were established through important positions 
held in outside concerns, such as president, chairman of the board, 
vice president, or director. Although these men do not have exclusive 
control over this vast accumulation of wealth, each, with few' excep- 
tions, is an important executive officer of a corporation, bank, or 
insurance company which accounts for a substantial portion of the 
total assets. Most of these men occupy positions in these large con- 
cerns comparable to that of W. S. Gifford in his capacity as president 
of the American Co. For example, among the directors of the 

• Exhibit 806. 

• See exhibit 3002. 

• A detailed discussion of this subject is contained in exhibit 228, ch. 1, pp. 1-23. 
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American Co., W. W. Aldrich is chairman of the board of the Chase 
National Bank; the late George F. Baker, Jr., was chairman, and 
S. A. Welldon is vice president of the First National Bank of New 
York; Daniel Willard is president of the Baltimore & Ohio Railroad 
Co.; Philip Stockton, president of the First National Bank of Boston; 
David F. Houston, president of the Mutual Life Insurance Co. ; Myron 
C. Taylor, chairman of the board of directors of the United States 
Steel Corporation. 

The situation is broader and more persuasive if the directorial 
ramifications of the whole Bell System are considered. Considering 
only the 35 controlled Bell companies, which are the most important 
in the more than 200 controlled companies in the system, there were 
on January 1, 1935, 537 officers and directors, 272 of whom had 2,400 
positions in 1,468 non-Bell business concerns. They held 354 presi- 
dencies, 63 chairmanships, 1,436 directorships, 149 vice presidencies, 
105 memberships on executive committees, 73 trusteeships, as well 
as many other important positions. Over 90 percent of the positions 
were those of chairman of the board of directors, president, vice 
president, director, trustee, and member of executive and finance 
committees. With 165 of the 1,468 organizations, Bell companies 
had 2 or more people in common. These companies, plus the Bell 
System, represented total consolidated net assets of over $44,000,000,- 
000. This amount includes, in addition to 90 percent of the telephone 
assets of the country, 11.7 billions, or approximately 20 percent, of 
the banking assets; 11 billions, or approximately 41 percent, of all 
insurance assets; and nearly 5% billions, or approximately 18 percent, 
of the steam railroads in the United States. 

There are 19 organizations in the United States and the Dominion 
of Canada in which 4 or more men connected with the Bell System 
have officers or directors holding similarly important positions. *These 
outside corporate contacts of the Bell System afford a tremendous 
opportunity for advertising the system’s aims among those businesses 
and organizations controlling great wealth. 

Banking relations . 1 — Relations of Bell System companies with the 
banks of the United States are extensive. The American Co. and 21 
of the associated companies, “exclusive of their subsidiaries,” have 
maintained deposits in between 4,000 and 5,000 banks during the 
period 1926-35. Then in 1929 they had deposits in approximately 
4,900 banks, and in 1935, in 4,355 banks. Inasmuch as the total 
number of active banks decreased from 28,000 in 1926 to approximately 
16,000 in 1935, the percentage of the total banks used by the Bell 
System has increased from 16 percent to 28 percent of the total banks 
in the United States. 

In May 1935 the average daily balance of the American Co. and the 
associated Bell companies was over $60,000,000. Of this amount, 
more than 40 millions were on deposit with 25 important banks 
located largely in New York and Boston, the remainder being scattered 
in smaller sums throughout the rest of the 4,355 banks then used as 
depositories. 

Numerous exhibits introduced in the course of the investigation 
showed that in the selection of banks as depositories, consideration 
was given to the possible effect upon the company’s public relations, 
in making selection of banks from the viewpoint of public relations, 


7 For detailed discussion, see exhibit 229, pp. 1-59. 
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consideration has been given to the influence of officers and directors, 
and the activity of bank officials in the political and civic life of their 
respective communities. 

Distribution of insurance purchases. — It was a practice of the Bell 
System to distribute the insurance which it carried on its various ex- 
changes in a manner designed to promote and foster good public rela- 
tions. In the selection of insurance agencies reliance is generally 
placed upon the consideration of the question from a public-relations 
viewpoint. City officials, including mayors and members of the city 
commissions, seem to be particularly favored as beneficiaries of Bell 
System policies. In instances the evidence shows that these officials 
have performed specific services for the company while holding public 
office. Persons who are prominent or influential or who are consid- 
ered to have political influence in their communities are favored with 
insurance patronage. There are instances where insurance has been 
placed with persons having connections with newspapers and State 
insurance commissioners. In 1930, however, the Ben System adopted 
self-insurance as a major practice and at the present time much of its 
insurance is self-carried. 

Material purchases. — The vast amount of material purchases for the 
Bell System offer the possibility of using economic pressure upon sup- 
pliers to bring about action favorable to the Bell System. Most of 
the material purchases in the system are made by the Western Electric 
Co., the manufacturing affiliate. That this resource is not generally 
overlooked is indicated by the conditions under which contracts for 
directory printing are given. 8 Investigation shows that on numerous 
occasions contracts are given to printers without competitive bids or 
to bidders offering a price which may be higher than the lowest bid. 

Political Activities.® 

Another means employed by the Bell System in protecting its invest- 
ment and revenues is influence brought to bear on public-service com- 
missions and other legislative bodies. 

Relations with public service commissions. — Bell System relations 
with State utility commissions are diverse. Contacts are made gen- 
erally during times of rate litigation, either upon applications for re- 
duction on behalf of the public, or applications for increases by the 
company. Informal conferences have been held with commissioners 
in attempts to win their support to Bell System views. Indirect aid 
is given by Bell System companies to defeat the appointment or elec- 
tion of commissioners opposed to Bell System views. Aid, in the form 
of free telephone service, both exchange and toll, is sometimes given 
elective candidates during the period of campaigning for office. Such 
expenses in some instances are charged off as uncollectible accounts 
on the books of the company. Employment of influential State poli- 
ticians during the pendency of a rate case is another frequent Bell 
System practice. Free or concession service is sometimes given to 
State commissioners and certain commission employees. 

Legislative activities. — The files of the American Co. disclose that 
the objective of the legislative activities of the Bell System is to foster 
and retain every possible protection for its private ownership, service, 
rates, financing, labor relations, and every other element of its business 

■ See exhibit 2108, pp. 40-61. 

1 For details, see exhibit 2096-E, ch. 8 f pp. 160-192. 
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which it regards as desirable and conducive to its own well-being. 
Through the persistent and coordinated efforts of its Nation-wide 
organization and friendly contacts, under the guidance and sugges- 
tions of the parent company, it has sought to prevent the introduction 
and passage of legislation adversely affecting its interests or activities. 
It has secured the modification and amendment of legislation in such 
a way as to defeat or to emasculate the main purpose, or has been able 
to exempt the Bell System or the telephone industry from the pro- 
visions of such bills. 

The organization of Bell System legislative activities may be stated 
briefly as follows: In each State and in the District of Columbia the 
Bell System, through the local associated company, has one or more 
attorneys or agents who are charged with the responsibility of watching 
and reporting upon pending legislation. Each local legislative counsel 
or agent keeps his company’s main office informed with respect to the 
introduction of bills of interest to the Bell System, and the status of 
these bills during their legislative progress. A large number of these 
bills are referred directly to the New York office of the American Co. 
Testimony from Bell officials at the hearings indicated that approxi- 
mately 10,000 bills were examined by the legal department of the par- 
ent company in New York during the odd-numbered years when about 
40 State legislatures are in session and about 5,000 bills were examined 
regularly each year. These bills are analyzed to determine their 
bearing on Bell System policies. Advice is given by the parent com- 
pany to local counsel as to the position to be taken, whether in support, 
opposition, or modification of a particular measure. A memorandum 
from the office of the general counsel of the American Co. specifically 
states the type of bills in which the Bell System has an interest. They 
are as follows: 10 

1. Telephone and telegraph companies specifically. 

2. Organization, rights, powers, duties, and liabilities of corporations. 

3. Trusts, monopolies, and discrimination. 

4. Taxation of corporations, domestic and foreign. 

5. Special assessments when applicable to the property of telephone and tele- 
graph companies. 

6. Eminent domain where the powers are extended or restricted. 

7. Regulation of public utilities by State commissions, or municipal or other 
authority. 

8. Public ownership of public utilities, State or municipal. 

9. Transmission lines. 

10. Use of highways by wire-using companies, including grants, regulations, 
restrictions, and limitations, both general and local. 

11. Bucket shops and poolrooms. 

12. Labor, including workmen's compensation, social insurance, health insur- 
ance, minimum wages, master and servant, hours and conditions of labor, wages, 
employment of females and children, arbitration, labor controversies. 

13. Execution, acknowledgment, and recording of deeds conveying real estate 
or easements therein. 

14. Investments in securities of public utilities by financial institutions, insur- 
ance companies, etc. 

15. Sales of securities. 

16. The initiative and referendum. 

17. Taxation generally. 

18. Matters not specifically referred to in this list but which, for any reason, 
may be of interest to the Bell System. 

10 See exhibit 63, and Transcript of Record, Federal Communications Commission, Special Investigation 
Docket 1, pp. 626-633. 
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As to such bills, the following information is sought: 

1. A notice of the introduction of the bill and its general scope, and of the 
committee to which it is referred. This is transmitted immediately to the New 
York office. 

2. Two or more copies of each bill are sent as soon as it is printed. 

3. Where there is any delay in printing, typewritten copies of the bills enu- 
merated in subdivisions 1 to 9, inclusive, in the above list, and of such other 
bills as reauire more prompt attention than the delays incident to waiting for 
the printed copies would permit are forwarded. 

4. A semimonthly record of progress concerning all pending bills of interest is 
transmitted to New York. 

5. Where bills are being drafted relating to subjects enumerated in subdivisions 
1 to 9 above, inclusive, copies are transmitted before their introduction if ob- 
tainable. 

The methods used by Bell System companies in legislative activities 
are diverse. Generally, they involve every stage m the machinery 
of legislation. They may be summarized as follows: 

1. Influence of legislators and other officials through informal talks and lobby- 
ing. 

2. Attempts to kill bills in committees through strategic moves of one kind or 
another. This includes preventing bills from going to unfriendly committees, 
preventing bills from being reported by committees, and defeating or suppressing 
bills in committees. 

3. Attempts to persuade the authors of bills to refrain from introducing them, 
to withdraw them, or to cease pushing them. 

4. Arranging with legislators to perform parliamentary maneuvers to keep 
bills from being acted upon, after having been reported out of committee. 

5. Arranging with legislative members to keep bills at the foot of the legislative 
calendar so that they will not be reached during the session. 

Under the legislative policies and practices of the Bell System, close 
personal contact with many legislators and officials is maintained by 
representatives of the Bell System . 11 As in the case of public service 
commissions, free or concession service has been given to legislators 
and officials. As stated heretofore, there are instances where legis- 
lative leaders have been employed by the Bell System, either for aid 
in specific cases or on an annual basis. 

Summary. 

The history of public relations of the Bell System indicates a growing 
understanding of the necessity for good public relations in the interest 
of protecting the investment and dominant position of the Bell System 
in the communications field. In its effort to establish good public 
relations, the Bell System has engaged in an extensive educational 
campaign designed to establish in the public mind the idea that the 
organization of the Bell System gives the most efficient and inexpen- 
sive telephone service in the world. This campaign has been carried 
on through the system’s employees, institutional advertising, and 
contacts with various groups, including representatives of the press. 

The progress of the Bell System in developing satisfactory public 
relations is aided by contacts of its representatives, including inter- 
corporate connections, banking relations, purchases of material or 
other services, and wide distribution of its common stock. There is 
some evidence that the Bell System has been active in influencing the 
actions of legislative bodies cnarged with regulation of rates for tele- 
phone service and other legislative matters affecting the Bell System 
revenues or expenses. 

u See Transcript of Record, Federal Communications Commission. 8 pedal Investigation, Docket 1, pp. 
871 - 008 . 
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CHAPTER 18 

PROFITS OF THE BELL SYSTEM 

The purpose of this chapter is to present a historical survey of 
the profits made by the Bell System and by each of its principal func- 
tional divisions. First, the record of earnings of Bell System parent 
companies, the American Bell Telephone Co. and American Tele- 
phone & Telegraph Co., are considered, followed by a brief discussion 
of the operating results of the Bell System. Next, the operating re- 
sults of other parts of the system, from which the parent companies 
of the system derived their income, are analyzed. The long lines 
department, considered as an operating unit, the associated Bell 
Telephone companies, and Western Electric Co. are treated sepa- 
rately. The license contract, as a source of revenue to tbe parent 
company, has already been discussed. 1 Other comparatively minor 
revenues, such as those received from the Bell Telephone Co. of 
Canada, Cuban American Telephone <fc Telegraph Co., patent roy- 
alties, etc., are mentioned only briefly, as their contributions to the 
American Co/s income have been relatively small. 

Public interest is concerned, of course, in the record of earnings of 
a national public utility of the magnitude of the Bell System, which 
derives its mcome ultimately from the telephone rate payer. Profits, 
naturally, are the primary objective of private enterprise. In the 
telephone business the subscriber is ultimately the contributor of 
these profits and is interested in the level of the telephone rates which 
give rise to them. Regulatory agencies are the arbiters between 
subscribers and owners and are interested in both the level of charges 
to subscribers and the rate of profit. Hence, the paramount impor- 
tance of this subject. 

SECTION 1. PROFITS OF THE PARENT COMPANY 

The profits of the American Bell Telephone Co. and of American 
Telephone & Telegraph Co., the parent companies of the Bell System 
from 1880 to 1899 and from 1900 to date, respectively, were derived 
primarily from the vast telephone network controlled by these com- 
panies directly and through subsidiaries. The nature of the parent 
companies , revenues, by major sources, is summarized below: 

1. Dividends, license fees, and interest received from associated BeU Telephone 
companies. 

2. Earnings from operations of the long lines department of the American Co. 

3. Dividends and interest from Western Electric Co., Inc., the manufacturing 
division of the Bell System. 

4. Dividends, license fees, and interest from the BeU Telephone Co. of Canada. 

5. Dividends and interest from other subsidiary and miscellaneous companies. 

i See cb. 6. «tpra. 
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Earnings of the General Department. 

A summary of income and surplus statements for the period 1880 
to 1935, inclusive, of American Bell Telephone Co. and American 
Telephone & Telegraph Co. is given in table 76. In thb table, only 
the net income from long lines operations of the American Co. has 
been included in the revenues, in line with the general accounting 
procedure followed by the company’s general department, in order 
to show the earnings obtained by the parent organization from this 
functional division of the Bell System on a basis more nearly com- 
parable with the dividends and interest received from the associated 
Bell Telephone companies. 2 


Tablb 76 . — Summary of income and surplus statements of American BeU Tele- 
phone Co. and American Telephone & Telegraph Co. for the period 1880 to 1936 , 
inclusive 


Particulars 

1880 to 1935, Inclusive 

1880 to 1899, inclu- 
sive 

1900 to 1935, inclusive 


Amount 

Percent 

Amount 

Percent 

Amount 

Percent 

(a) 

(b) 

(c) 

(d) 

(e) 

(f) 

(g) 

Revenues: 

Dividends 

$1, 993, 572, 269 
355, 154, 334 
509. 687. 977 

59. 91 

$26, 432, 135 

39.39 


6a 34 

Interest 

■7X51 

2.273.868 

3.39 

10.82 

License fees 

15.32 


47. 14 


14,66 

Long lines net income 

K-MUMCkfl 

13.63 

4. 166. 391 

6.21 

449,374,038 
12,858, 747 

13.78 

Miscellaneous 

15, 459, 185 

.47 


3.87 

.40 



Total revenues 

3, 327, 414, 194 


67, 101,857 





Expenses and taxes: 

Departmental expenses 

301, 672, 086 

63, 793, 408 
41, 670, 103 

9.06 

8, 361, 779 

2,541,024 
2, 480, 205 

12.45 

293, 310, 307 

61, 252, 384 
39, 189, 898 

B 

Maintenance and depreciation 

of telephone instruments 

Taxes 

1.92 

1.24 

3.79 

3.70 

1.88 

L20 


Total expenses and taxes 

407, 135, 597 

12.23 

13, 383, 008 

19.94 

393, 752, 589 

12.08 

Net earnings 

2, 920, 278, 597 
480, 799, 820 

87. 77 

53, 718, 849 
2, 723, 416 


2, 866, 550, 748 
478,076,404 

87.03 

Interest and other deductions 

14,45 


14.66 


Net income 

2, 439, 473, 777 
2, 150, 739, 852 

73. 32 

50, 995, 433 
43, 830, 336 

BVSI9 

2, 388, 483, 344 

2,106,909,516 

73.26 

Dividends paid 

64.64 

65.32 

64.62 


Balance to surplus 

288,738,925 

i 40, 335, 209 

8.68 

7, 165, 097 

27,941,921 

10.68 

281, 573, 828 

1 68,277,130 

8.64 

Add (or deduct): Direct surplus 
adjustments 

i 1.21 

41.64 

1 2. 10 


Undistributed earnings. 

248, 403, 716 

7.47 

35,107,018 

52.32 

213,296,698 

a 54 



1 Denotes decrease. 

Source: Exhibit 1360-B, tables 72 and 73, pp. 385 and 388, and schedules 36 to 38, inclusive. 


On this basis of presentation, total revenues of the parent companies 
of the Bell System for the 56-year period were $3,327,000,000. 3 All 
but $67,000,000 were obtained in the 36-year period ending with 1935. 
Total net income from 1880 to 1935, inclusive, was $2,439,000,000, 
after taxes, interest, and other deductions. Of this amount, all but 
fifty-one millions accrued since 1900. The parent company paid 
dividends of $2,151,000,000 during the years 1880-1935, inclusive, 
nearly forty-four millions before 1900, and $2,107,000,000 since, leav- 

• The continuous record of the annual revenues of the parent organization of the BeU 8ystem from 1881 
to 1935, inclusive, is given in exhibit 1360-B, schedules 41 and 42. 

1 In view of the magnitude of the figures, they are rounded to the nearest mUlion wherever feasible. 
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ing an undistributed net income for the whole period 1880 to 1935, 
inclusive, of $248,000,000, after surplus adjustments. Of the total 
revenues received during the period of 56 years, $1,994,000,000 con- 
sisted of dividends, which were 59.91 percent of the total revenues of 
$3,327,000,000; license fees accounted for $510,000,000, or 15.32 per- 
cent; long lines net income, $453,000,000, or 13.63 percent; interest, 
$355,000,000, or 10.67 percent; and miscellaneous revenues, $15,000,- 
000, or 0.47 percent of the total. 

In view of the dual nature of the American Co. as the holding com- 
pany of the Bell System, represented by its general department, and 
as an operating company of long-distance telephone service, repre- 
sented by its long lines department, the earnings record of the general 
department and that of the long lines department are analyzed sepa- 
rately in sections 1 and 3 of this chapter, respectively. 

Revenues of the general department . — An additional summary of the 
income and surplus accounts of American Bell Telephone Co. and 
American Telephone & Telegraph Co. from May 1, 1880, to December 
31, 1935, including in revenues only the net income resulting from the 
operations of the long lines department, is presented in table 77. 
This summary of the income and surplus accounts for the entire period 
1880 to 1935 has been segregated into intermediate periods as follows: 

May 1, 1880, to December 31, 1886, immediately prior to commencement of 
long-lines operations by the American Co., then a subsidiary of American Bell. 

January 1 , 1887, to the end of 1899, when American Bell was consolidated with 
the American Co. 

January 1 , 1900, to December 31, 1927, the date of sale of the telephone in- 
struments to associated companies. 

January 1, 1928, to December 31, 1935, a period when the main sources of the 
American Co.'s revenues were the same as at present. 


Table 77. — Summary of income and surplus accounts of American Telephone A 
Telegraph Co. and American Bell Telephone Co. for the period from May 1, 1880, 
to Dec. 31, 1935 


Item 

Particulars 

(a) 

May 1, 
1880, to 
Dec. 31, 
18861 

(b) 

Years 1887 
to 1899, 
inclusive * 

(c) 


Years 1928 
to 1935, in- 
clusive * 

(e) 

Total, May 

1, 1880, to 
Dec. 31, 1935 

(f) 

1 

Revenues: 

Dividends 

$2,531,164 

$23, 900, 971 

$906,791,424 

$1,060, 348, 710 

$1,993,572,269 

2 

Interest 

195, 199 

2,078,069 

195,805,604 

157,074, 862 

355,154,334 

3 

Instrument rentals and license 

fees 

7, 774, 468 

23, 854, 557 

356,017,714 

122,041,238 

509, 687,977 

4 

5 

Long lines net income 

Miscellaneous 

510,004 

4, 166, 391 
2, 09a 434 

246, 868, 005 
5,491,323 

202,506,033 
7, 367, 424 

453,540,429 
15, 459, 185 

0 

Total 

11,010,835 

56,091,022 

1,710,974,070 

1,549,338,267 

3, 327, 414, 194 

7 

General department expenses, 
taxes and depreciation 

2,695,958 

ia 687, 060 

226,404,492 

167,348,097 

407, 135,597 

8 

Net earnings 

8,314, 877 

45,403,972 

r i, 484, 569, 578 

1,381,990,170 

2, 920, 278, 597 

9 

Interest and other deductions 

214, 798 

2, 508, 618 

208, 576, 643 

209, 499, 761 

480,799,820 

10 

Net income 

8,100,079 

42,895,354 

1,215,992,935 

1,172,490,409 

2, 439, 478, 777 

11 

Deduct dividends paid 

6,629,225 

37, 201, 111 

912,046,728 

1, 194, 862, 788 

2, 15a 739, 852 

12 

Balance to surplus 

1,47ft 854 

5,694,243 

803,946,207 

<22,372,379 

288,738,925 


1 American Bell Telephone Co. 

1 American Bell Telephone Co. and American Telephone <& Telegraph Co. combined, after eliminating 
intercompany dividends. 

* American Telephone St Telegraph Co. 

< Denote red figures. 
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Table 77 . — Summary of income and surplus accounts of American Telephone & 
Telegraph Co. and American Bell Telephone Co. for the period from May 1 , 1880 , 
to Dec . 81 , 1985 — Continued 


Pt rticuk rs 


Item 


May 1, 
1880, to 
Dec. 31, 
1886 


Years 1887 
to 1899, 
inclusive 


Y& rs 1900 
to 1927, in- 
clusive 


Years 1928 
to 1935, in- 
clusive 


Total, May 
1, 1880, to 
Ded. 31, 1935 


(a) 


(b) 


(c) 


(d) 


(e) 


(0 


13 

14 

15 

16 


17 


18 

19 

20 


Surplus adjustments: 

Premium on capital stock of 
American Bell Telephone 

Co. as of Dec. 30, 1899 

Profit on sale of telephone in- 
struments as of Dec. 31, 1927. 
Miscellaneous surplus addi- 
tions (or deductions) net 

Discount, premium, and ex- 
penses on long-term debt 
issues charged to surplus or 

reserve for contingencies 

Excess of par value of capital 
stock of American Tele- 
phone & Telegraph Co. ex- 
changed on a 2 for 1 basis for 
outstanding capital stock of 
American Bell Telephone 
Co. as of Dec. 30, 1899 


$12,428,927 


9,050 


$15, 362, 014 


142, 560 


$6, 816, 559 
14,395,800 
« 9, 156, 542 

i 48, 609, 364 


« 25, 886, 300 


<$4,599 
<307, 166 

<5,525,528 


*6,816,659 

14,391,201 

18,326,603 

<53,983,272 


<25,886,300 


Undistributed surplus for period.. 
Surplus at beginning of period 


13,908,201 


21,198,817 241,506,370 
13, 908, 201 35, 107, 018 


<28,209,672 
276, 613, 388 


248,403, 716 


Surplus at end of period •_ 


13, 908, 201 


35, 107, 018 


276,613,388 


248,403, 716 


248,403,716 


< Denote red figures. 

* Includes reserve for contingencies of American Telephone & Telegraph Co. 

Source: Exhibit 1360-B, schedules 36 to 42, inclusive, 57, 58, and 61, and supporting analyses. 


(1) Composition of revenues (1880-99 ). — The composition of the 
revenues in these different periods is, of course, a reflection of the 
major activities of the American Bell and American Telephone & 
Telegraph Cos. During the period May 1, 1880, to December 31, 
1886, instrument rentals and license fees were the principal source of 
revenue, accounting for $7,774,000, or over 70 percent of the total 
revenues of $11,000,000. The dividend income during the 6 years 
8 months amounted only to $2,500,000. This dividend income was 
principally revenue upon stock obtained from local operating com- 
panies as franchise stock at the time temporary licenses were con- 
verted into permanent licenses. During this period there was no segre- 
gation of long lines net income, which then was of relative minor 
importance and was included in miscellaneous revenues. It was not 
until 1885 that the American Telephone & Telegraph Co. was organ- 
ized as a subsidiary long-distance telephone company of American Bell 
Telephone Co. 

In the next period, covering the 13 years from 1887 to 1899, inclu- 
sive, the revenues from dividends became as important as revenues 
from instrument rentals and license fees. The former produced 
$23,900,971, or 42.61 percent of the total revenues for this period of 
$56,091,022, and the latter $23,854,557, or 42.53 percent of the total. 
In this period long lines appeared as a source of net income, producing 
$4,166,391, or 7.43 percent of the total. Interest and miscellaneous 
revenues together produced an additional 7)i percent of the total. 
The principal sources of revenue during the years 1880 to 1899 may 
be summarized as follows: 


Digitized by CjOOQle 


INVESTIGATION OP THE TELEPHONE INDUSTRY 


495 


Classes of revenue 

May 1, 1SS0, to Dec. 
31, 1886 

Ye vs 1887 to 1899, 
inclusive 

Mny 1, 1880, to Dec. 
31, 1899 

Amount 

Percent 
of total 

Amount 

Percent 
of total 

Amount 

Percent 
of total 

Dividends 

$2,531,104 

22.99 

$23, 900. 971 

42.61 

$26, 432, 135 

39.39 

Interest 

195, 199 

1.77 

2.078,669 

3. 70 

2,273,808 

3.39 

Instrument rentals and license fees. 
Lon? lines net income 

7, 774, 468 

70.61 

23, 854, 557 
4, 106,391 
2,090, 434 

42.53 

7. 43 

31,629.025 

4,166,391 

2,600.438 

47. 14 
6.21 

Miscellaneous 

510,004 

4.63 

3.73 

3.87 

Total 

11.010,835 

100.00 

56,091,022 

100.00 

67, 101, 857 

100.00 


The large increase in dividend revenues is explained by the fact 
that before and after the expiration of the original Bell patents in 
1893 and 1894, the American Bell Telephone Co. pursued a definite 
policy of acquiring stock control of licensees by increasing its equity 
interest in them. 4 On the other hand, instrument rentals and license 
fees did not increase proportionately as fast as dividends, because 
after the expiration of the patents the rentals on telephone instru- 
ments were reduced. 

(2) Composition qj revenues (1900-35 ). — A general indication of the 
American Co.'s pohcies with respect to acquisition of stock interest 
in subsidiaries, instrument rentals, and the expansion of long lines 
business, is reflected clearly in the record of the general department's 
income in the years 1900 to 1935, inclusive, as indicated in the follow- 
ing tabulation: * 



Years 1900 to 1927, 
inclusive i 

Years 1928 to 1935, 
inclusive 

Years 1900 to 1935, 
inclusive 


Amount 

Percent 
of total 

Amount 

Percent 
of total 

Amount 

Percent 
of total 

Dividends 

$906, 791,424 

53.00 

$1,060,348,710 

68. 44 

$1, 967, 140. 134 

60.34 

Interest 

Instrument rentals and li- 

195, 805, 604 

11.44 

157, 074, 862 

10.14 

352,880,466 

10.82 

cense fees 

356, 017, 714 

20.81 

122,041,238 

7.88 

478,058,952 

14.66 

Lon? lines net income 

246,868,005 

14. 43 

202,506,033 

13.07 

449, 374,038 

13. 78 

Miscellaneous 

5, 491,323 

.32 

7, 367, 424 

.47 

12, 858, 747 

.40 

Total 

1,710,974,070 

100.00 

1, 549, 338, 267 

100.00 

3.260,312.337 

100.00 


During this period of 36 years, from 1900 to 1935, inclusive, divi- 
dends amounted to $1,967,000,000, or 60.34 percent of total revenues 
of $3,260,000,000. Instrument rentals and license fees produced 
$478,000,000, or 14.66 percent of the total. Long lines net income 
amounted to $449,000,000, or 13.78 percent of the total. It was 
pointed out in chapter 15 that during this period the American Co. 
pursued a policy of making short-term advances to finance associated 
company expansion, later converting them into common stock. 
These advances constituted a substantial source of revenue to the 
American Co. This is indicated by the interest revenues during 
the 36 years under consideration. Of the interest revenues of the 
general department amounting to $353,000,000, or 10.82 percent of 
the total revenues, approximately 70 percent represented interest 
on advances to associated telephone companies. 


« See ch. 1. sec. 2. 

• Summarized from table 77. 
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In comparison with the period from 1880 to 1900, the revenues 
since the beginning of the present century have consisted principally 
of dividends on investments in the stock of subsidiaries. License 
fees, notwithstanding substantial increases in amounts, have become 
progressively a less important source of revenue, whereas long lines 
net income and interest revenues have become more important. 

There have been three important changes in instrument rentals 
and license fees, which partly explain the change in the relative impor- 
tance of this source of revenue. In 1902, the instrument rentals were 
placed upon a fee basis, calculated as a percentage of the gross tele- 
phone revenues of the licensees. Instead of rentals per instrument 
a 4%-percent charge on gross telephone revenues of licensees was 
instituted. As of January 1, 1926, the fee was reduced to 4 percent 
of gross telephone revenues. In December 1927 the instruments, 
until then owned by the parent company of the Bell System, were 
sold to the associated companies, and at the same time the license 
fee was reduced from 4 to 2 percent, effective January 1, 1928. A 
year later, the license fee was reduced by the American Co. to 1 % per- 
cent of gross telephone revenues of the associated companies. These 
changes are reflected in the revenues of the general department 
derived from this source. From 1900 to 1927, inclusive, instrument 
rentals and license fees accounted for 20.81 percent of the total reve- 
nues of the general department, whereas from 1928 to 1935, inclusive, 
they accounted for only 7.88 percent, due principally to the reduction 
in the fees subsequent to the sale of the instruments. Coincidentally, 
dividend revenues increased in importance from 53 percent of general 
department revenues in the period 1900-27, inclusive, to 68.44 per- 
cent of total revenues in the years 1928^35, inclusive. 

The same relative changes in the importance of various sources of 
revenues of the general department are observed in the comparison 
of the absolute amounts of income derived in the 28 years from 1900 
to 1927, inclusive, and the 8 years from 1928 to 1935, inclusive. The 
total amount of dividends in the latter 8 years was greater than that 
of the preceding 28 years by over $153,000,000. Long lines net 
income was only $44,000,000 less for the 8 years than it was for the 
preceding period; and interest revenues were only $38,000,000 less 
for the 8-year period than they were for the 28-year period. But 
license fees were about $234,000,000 less for the 8-year period than 
they were for the 28-year period. The decline in the relative impor- 
tance of license fees is explained principally by the reduction in the 
rate for computation of the fee, and partially by the decline in gross 
telephone revenues during the depression years. 

The classification of general department revenues by major sources, 
namely, associated companies, long lines, Western Electric, and 
others, as shown in table 78, indicates that during the 36 years, 1900 
through 1935, $2,441,000,000 out of total general department reve- 
nues of $3,260,000,000, or 74.87 percent, came from associated com- 
panies, consisting of dividends on common and preferred stock 
(53.47 percent of total revenues), interest on notes, advances, open 
accounts, and funded debt (7.71 percent of total revenues), and license 
fees (13.69 percent of total revenues). The next substantial source 
of income for the general department of the American Co. was the 
long lines department, which contributed a total of $476,000,000, 
or 14.60 percent of total revenues. Western Electric supplied $186,- 
000,000, or 5.71 percent of total revenues. These three sources, 
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therefore, provided the general department of the American Co. 
with $3, CK)3,000,000, or 95.18 percent of its total revenues during the 
years 1900-35, inclusive. 

The ultimate source of practically all of this total was the telephone 
rate payer. This is not to imply at this point that the sums indicated 
above are excess charges, but merely to point out that the revenues 
of the general department of the American Co., which occupies the 
position of a holding company in the system, are derived from the 
telephone business in the United States. This may be questioned 
insofar as revenues from Western Electric Co. are concerned, since 
it sells some small amount of telephone equipment to other than 
Bell customers and also sells a variety of non telephonic products to 
outsiders. But it has been shown that this non-Bell and non tele- 
phonic business is small in relation to sales to Bell customers, and 
is admittedly incidental to the position of Western Electric Co. as 
the manufacturing department of the Bell System.® 


Table 78 . — Composition of revenues of general department of American Telephone 
<Sc Telegraph Co. by principal sources , for the period 1900 to 1985 , inclusive 9 
and for the year 1936 




1900 to 1939, inclusive 

1936 

Item 

Sources of revenues 


Per- 


Per- 



Amount 

cent of 

Amount 

cent of 




total 


total 


(a) 

(b) 

(c) 

(d) 

(e) 


Associated Bell Telephone Companies: 

■■■I | 




1 

Dividends on common stock 

$1, 665, 525, 705 

51.09 

$144,696,024 

65.32 

2 

Dividends on preferred stock 

77, 481, 509 

2.38 

3, 845, 742 

1.74 

3 

Interest on notes, advances and open accounts 1 

239, 262, 109 

7.34 

4, 68a 744 

2.11 

4 

Interest on funded debt 

12; 210, 063 

.37 



9 

License fees 

446| 439, 628 

13.69 

13,095,750 

5.91 

6 

Total 

2, 440, 919, 104 

74. 87 

16a 318, 260 

75.08 


Long lines department: 





7 

Long lines net income 

449, 374, 038 

13.78 

32, 289, 676 

14.58 

8 

License fees 

26, 717,360 

.82 

1, 695, 071 

.76 

0 

Total 

476, 091, 398 

14.60 

33, 984, 747 

15.34 


Western Electric Co.: 





10 

Dividends on common stock 

174, 792, 886 

5.36 

la 406, 431 

7.41 

11 

Dividends on preferred stock 

6, 145,031 

. 19 



12 

Interest on notes, advances, and open accounts l . 

5, 357, 506 

. 16 



13 

Interest on funded debt 

4,711 




14 

Total 

186, 300, 134 

5.71 

ia 406, 431 

7.41 


Other companies: 





19 

Dividends on common stock 

36,411,716 

1.12 

1,123,055 

.51 

16 

Dividends on preferred stock 

6,783, 197 

.21 



17 

Interest on notes, advances, and open accounts 1 . 

21, 786; 791 

.67 

323,876 

.15 

18 

Interest on funded debt 

4, 126, 201 

. 12 

65a 000 

.29 

19 

License fees 

4. 901, 964 

.15 

354,781 

.16 

20 

Total 

74,009,869 

2.27 

2,45a 712 

1.11 

21 

Miscellaneous interest and other income 

82,991,832 

2.55 

2,340,590 

1.06 

22 

Total revenues 

3,260,312,337 

100.00 

221, 50a 740 

100.00 


SUMMARY 





23 

Associated Bell Telephone companies 

2,440, 919, 104 

74.87 

16a 318, 260 

75.08 

24 

Long lines department 

476,091,398 

14.60 

33, 984, 747 

15.34 

29 

Western Electric Co 

186, 300, 134 

5. 71 

18, 40a 431 

7.41 

26 

Other companies 

74, 009, 869 

2.27 

2,45a 712 

1.11 

27 

Miscellaneous 

82,991,832 

2.55 

2,340,590 

1.06 

28 

Total 

3, 26a 312, 337 

100.00 

221, 50a 740 

100.00 


1 Includes interest on installment payments on stock subscriptions. 

Source: Exhibit 1360-B, table 77, p. 397; Comptroller's Annual Report of American Telephone & Tele- 
graph Co. for 1936. 


• See ch. 2, tables 19 and 20, pp. 99, 60. 
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The manner in which the general department’s income is derived 
from the telephone service is obvious from the very nature of the 
income. Dividends on associated companies’ stocks are, of course, 
grounded in the rate of return allowed on the value of utility prop- 
erty. Similarly with interest on notes, advances, etc. But here it 
is possible that some interest on construction work in progress is 
capitalized, instead of being a direct incidence upon the rate of return. 
License fees are included by the Associated companies in the cost of 
furnishing communication services, since they are entered as oper- 
ating expenses. The same conditions apply to net income and license 
fees obtained from the long lines department. 

Revenues from Western Electric Co. enter into the cost of tele- 
phone service in a somewhat different manner. Dividends on West- 
ern Electric stock enter into the cost of telephone equipment insofar 
as they are paid from profits derived from sales of such equipment 
to the associated companies. In view of the relation of Western to 
the associated companies, where prices are subject to administrative 
decision by the managements of the American Co. and of Western 
Electric, the earnings on common stock become a part of the cost 
to the associated companies of the equipment purchased from Western 
and, therefore, are capitalized in telephone plant, or charged to main- 
tenance expense when such equipment is used to make repairs. 7 

Disposition of revenues . — What was the disposition of all these 
revenues collected by tne general department of American Telephone 
& Telegraph Co., principally from the associated companies, long 
lines, and Western Electric Co.? On analysis it is found that most 
of the income went to security holders in interest and dividends, 
the latter being the more important share. From May 1, 1880, to 
December 31, 1935, total revenues of the American Bell and American 
Telephone & Telegraph Cos., taking only the net income of long 
lines operations into account, aggregated $3,327,000,000. General 
department expenses, taxes, and depreciation took up $407,000,000, 
leaving net earnings of $2,920,000,000. Interest and other deduc- 
tions required an additional $481,000,000, leaving thereby a net 
income of $2,439,000,000. Thus, general department expenses, 
taxes, and depreciation absorbed 12.23 percent of total revenues, 
and interest and other deductions 14.45 percent. Dividend pay- 
ments amounted to $2,151,000,000 over this period^ or 64.64 percent 
of total revenues, leaving at the end of 1935 undistributed income 
of $248,000,000, after absorbing net surplus charges of over $40,- 
000 , 000 . 

A study of the disposition of total revenues by periods covering 
the years 1880 to 1899 and 1900 to 1935, inclusive, indicates that in 
both periods about 65 percent of total revenues has been paid out in 
dividends. This is shown in table 79. General department expenses, 
taxes, and depreciation took up 19.94 percent of total revenues in the 
period from May 1, 1880, to December 31, 1899, whereas interest 
and other deductions in this early period took up only 4.06 percent, 
which was due to the fact that in the early years the parent company 
had a small amount of debt outstanding. Also in the period from 
1900 to 1935, inclusive, 12.08 percent of the total revenues went to 
general-department expenses, taxes, and depreciation, and 14.66 
percent to interest and other deductions, which was due to a consider- 


1 See sec. 5 of this chapter. 
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able rise in parent company debt as compared with the previous 
period 2 although in comparison with total capitalization funded debt 
was still a small percentage. 8 

The foregoing analysis clearly indicates that the major portion of 
the parent company’s revenues comes from the telephone service, 
and that it in turn pays out a preponderant part of its revenues as 
dividends to its own stockholders, leaving a substantial undistributed 
net income in its surplus. 


Table 79 . — Disposition of the revenues of general department of American Telephone 
& Telegraph Co. f years 1880 to 1935, inclusive 


Item and particulars 

(ft) 

May 1.1880, to Dec. 
31, 1899 

Years 1900 to 1935, in- 
clusive 

May 1, 1880, to Deo. 
31, 1935 

Amount 

(b) 

Peroent 
of total 

(c) 

Amount 

(d) 

Percent 
of total 

(e) 

Amount 

(0 

Percent 
of total 

(g) 

1. Total revenues 

$67, 101, 857 

100.00 

$3,260,312,337 

100.00 

$3,327,414,194 

100.00 

2. General-department expenses, 







taxes and depreciation 

8. Interest and other deductions 

13,383,008 

19.94 

393, 752, 588 

12.06 

407, 135,597 

12.23 

2, 723, 416 
43,830,336 

4.06 

1 478, 076, 404 

14.66 

* 480, 799, 820 

14. 45 

4 . Dividends paid 

65.32 

2,106,909,516 

64.62 

2, 150, 739, 852 

64.64 

5 . Total 

59, 936, 760 

89. 32 

2,978,738,509 

91.36 

3,038,675,269 

91.32 

8. Balance to surplus 

7. Direct surplus additions (or do* 
duct ions), net 

7, 165,097 

10.68 

281,573,828 

8.64 

288,738,925 

8.68 

27,941,921 

41.64 

* 68, 277, 130 

*2. 10 

*40,335,209 

*1.21 

8. Undistributed earnings for period. 

35, 107,018 

52.32 

213,296,698 

6.54 

248,403,716 

7.47 


i Includes amortization of discount and expense on long-term debt only for years 1916 to 1921 f inclusive, 
over $50,000,000 of such discount and expenses having been charged to surplus. 

* Deductions. 

Source: Exhibit 1360-B, tables 72 and 73, pp. 385 and 388, and schedules 37, 38, 39, 40, 58, and 61. 

Measure of profitableness . — Up to this point, the over-all financial 
results of the Bell parent organizations have been considered. This 
over-all picture, however, does not give a clear indication of the extent 
of profitableness of parent-company operations. To do this, it is 
necessary to analyze the net income of the holding company in the 
light of the amount of money invested by the company and its stock- 
holders. For the purpose of revealing the extent of the company’s 
profitableness, certain significant ratios have been evolved which 
disclose the rate of return on the company’s investments and the 
rate of return to the company’s stockholders. In arriving at these 
ratios, the rate of earnings of the American Co. is considered on four 
bases; on total investment, on par value of capital stock, on paid-in 
capital (par value plus capital stock premium), and on common-stock 
equity. 

There is still the problem of defining the earnings that are to be 
taken as measures of profitableness. To solve this problem, the net 
earnings of the company are analyzed on three different bases of cal- 
culation: (a) The first takes into account only the recorded net 
earnings of the American Co., which include only the income actually 
received and entered in the company’s income statement; (6) the 
second, here designated as “Bell Telephone System earnings available,” 


* See ch. 15, sec. 1. 
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is composed of the American Co.’s recorded net earnings plus its 
equity m the undistributed earnings of the associated Bell Telephone 
companies; and (c) the third, designated as “total earnings available,” 
represents the sum of the parent company’s recorded net earnings 
and its equity in the undistributed earnings of associated Bell Tele- 
phone companies and all other controlled companes, including Western 
Electric Co. The facts available permit an analysis of earnings cal- 
culated on the first two bases for the entire period 1900 to 1935, in- 
clusive. On the third basis the available data permit a comparison 
only for the period 1922 to 1935, inclusive. In the remaining pages 
of this section, the American Co.’s profitableness will be measured by 
applying net earnings calculated by all three methods upon the 
company’s total gross and net investments, and by applying net 
income calculated by the same methods upon the par value of the 
outstanding common stock, the paid-in capital, and the common- 
stock holders’ equity. 

Rate of Return on Investment. 

In arriving at the rates earned on investment, the net earnings on 
the three bases mentioned above are related to total assets, which 
include the gross book cost of telephone plant and equipment, taken 
as gross investment, and total assets less the reserves for depreciation 
and for amortization of intangible capital, taken as net investment. 
The average of the recorded assets at the beginning and at the end 
of each year is taken as the average investment for that year. 

The amounts and the percentages of (a) recorded net earnings, (6) 
Bell Telephone System earnings available, and (c) total earnings 
available to average gross and average net investment are given in 
tables 80 and 81. In analyzing these figures, it should be kept in 
mind that the rates of return are not applied to the net investment of 
American Co. security holders, but to the total investment of the 
American Co. The figures of gross investment include amounts 
equal to the balances of the depreciation and amortization reserves, 
earned surplus, current liabilities, and miscellaneous reserves, in addi- 
tion to proceeds of long-term debt and stocks. The net investment 
includes the same amounts, except the portion equivalent to the 
balances in the depreciation and amortization reserves. To this 
extent, the ratios in tables 80 and 81 are understated as compared 
with the return on security holders’ actual investment. 
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Table 80 . — Average investment and net earnings American Telephone cfc Telegraph 
Co., years 1900 to 1935, inclusive 


Net earnings 


Year 

(a) 

Average gross 
investment 1 

(b) 

Average net 
investment 

(c) 

Recorded net 
earnings 

(d) 

Bell Tele- 
phone System 
net earnings 
available 

(e) 

Total net 
earnings 
available 1 

(f) 

1900 

* $94, 205, 763 

$93, 521, 579 

$5, 591, 371 

$7, 482, 474 


1901 

111, 493, 789 

110, 731,289 

7, 483,027 

9, 607, 330 


1902 

145, 583, 749 

144, 583, 749 

10,241,621 

12, 661, 392 


1903 

185, 287, 814 

184, 287, 814 

12,938,924 

15, 140, 408 


1904 

214, 490, 199 

213,490, 199 

12, 893, 689 

15,817,206 


1905 

237, 950, 538 

236, 950, 538 

15, 554, 867 

19, 200, 891 


1906 

277, 941, 209 
337, 375, 540 
391,773, 193 

276,941,209 

335,394,578 

17, 403, 951 

20,595,078 


1907 

22, 478, 753 

26, 355, 122 


1908 

388, 426,075 

24,696,086 

28, 682, 392 


1909 

449, 078, 864 

444, 449, 646 

28, 841, 224 

35, 261,041 


1910 

486, 443, 592 

479, 918, 224 

30, 776, 274 
32, 071, 589 

37, 493, 949 


1911 

527, 869, 283 

519, 388, 301 

37, 793, 453 


1912 

586,142,639 

575,859,052 

37,912,431 

45,311,512 


1913 

631, 359, 199 
642, 286, 652 

619, 839, 798 

40, 583, 161 
40, 563, 708 

46, 406,600 


1914 

629,929,139 

45, 722, 043 


1915 

625,790,495 

612,333,812 

41,132,863 

60,410,475 


1916 

1917 

672, 862, 719 
743, 075, 600 

657, 774, 546 
725, 450, 713 

44, 748,468 
48, 943, 320 

59,115,951 
66, 289, 479 


1918 

794, 429, 407 

774,002,446 

54, 297, 998 

52,248,575 


1919 

876, 125, 073 

852, 663, 433 

60, 288, 619 

66,752,525 


1920 

941,050,294 

914, 519, 138 

70,861,472 

60,234,255 


1921 

1,009,611,847 

980, 417, 618 

73, 696,054 

80,325,112 


1922 

1,117,821, 681 
1, 239, 795, 699 
1,392,999,727 

1, 085, 763, 242 

81, 710, 705 
95,412,018 

93,057,265 

$93,935,965 

1923 

1, 204, 019, 827 

104,555,755 

107,368, 722 

1924 

1, 352, 993, 544 

107, 629, 614 

112,574,092 

115,549,203 

1925 

1, 562, 043, 798 

1, 518, 399, 612 

128, 992, 770 

145,415,076 

156, 585, 271 

1926 

1, 744, 221, 231 

1,695, 664,916 

138, 932, 874 

101, 522,303 

170, 230, 821 

1927 

1, 896, 885, 227 

1,853, 527,886 
2, 044, 163, 458 

* 198, 324, 353 

219,517, 047 

186,399,752 

1928 

2, 082, 585, 150 

165, 269, 606 

195, 251, 398 
226,118,695 

209,944,000 

1929 

2, 345, 462, 743 

2,299,491,659 

193, 824, 480 

234,178,810 

1930 

2,819,974,871 

3, 183, 786, 269 

2,765,907,567 

197. 981,941 

215, 144, 969 
206,329,600 

207,715,417 

1981 

3,122,498,347 

197, 819, 045 
171,121,937 

204, 558, 670 

1932 

3,158,006,926 

3, 094, 235, 380 

148, 912, 104 

136, 488, 420 

1933 

3, 095, 568, 085 

3, 025, 088, 432 

162, 300, 340 

139, 184, 700 

125, 185, 438 

1934 

3, 056, 602, 740 

2, 974, 599, 217 

145,912,501 

143, 323, 125 

135,331,326 

1935 

3, 015, 194, 346 

2,923,993,255 

149,237,937 

153,777,012 

156,228,214 


1 Average total assets (the sum of the balances of total assets at the beginning and end of each year divided 
by 2). 

* Equity in undistributed net income of all controlled companies not available prior to 1922. 

* The assets at Jan. 1, 1900, included a franchise carried on the books at $2,500,000, and written off to the 
contingent acoount by the end of 1900. 

* Includes a special dividend of $47,938,865 from Western Electric Co., Inc. 

Source: Exhibit 1360-B, table 83, p. 422. 
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Table 81. — Net earnings on average investment of American Telephone <fe Telegraph 
Co., years 1900 to 1935 , inclusive 


Year 

Net earnings on average 
gross investment 

Net earnings on average 
net investment 

Recorded 

Bell.Tele- 

phone 

Total net 
earnings 
avail- 
able » 

(d) 

Recorded 

Bell Tele- 
phone 

Total net 
earnings 
avail- 
able * 

(g) 

(a) 

net earn- 
ings 

(b) 

net earn- 
ings avail- 
able 

(0 

net earn- 
ings 

(e) 

net earn- 
ings avail 
able 

(0 


Percent 

Percent 

Percent 

Percent 

Percent 

Percent 

iono . . 

6.94 

7.94 


5.98 

8.00 



6.71 

8.62 


6.76 

8.68 



7.03 

8.70 


7.08 

8.76 



6.98 

8.17 


7.02 

8.22 



6.01 

7. 37 


6.04 


...... 

1906 . 

6.64 

8.07 


6.66 



lflOA . 

6.26 

7. 41 


6.28 

iKM 


1007 

6.66 

7. 81 


6.70 

7.86 



6.30 

7.32 


6.36 

o: 



6. 42 

7.86 


6.49 

W^mr * 



6.33 

7.71 


6. 41 





7.16 


6.17 



1912. 

6. 47 

7. 73 


6.58 

H Ur. 


1913 

6. 43 

7.36 


6.64 



1914. 

6. 32 

7. 12 


6.44 

?! 


1915 

6.57 

8.06 


0.72 

8.23 


1916 

6.66 

8.79 


6.80 

8.99 


1917 

6.59 

7.68 


6.75 

7.76 


1918. 

6.83 

6. 68 


7.02 

6.75 


1919 

6.88 

6.48 


7.07 

6.66 


loan 

7.63 

6 . 40 


7. 75 

6.59 



7.30 

7.96 


7.52 

8.19 



7. 31 

8. 32 

8.40 

7.63 

8.57 



7. 79 

8.43 

8.66 

7.92 




7. 73 

8.08 

8. 29 

7.95 



■ >yj,\ i : i| 1 

8.26 

9. 31 

iao2 

8.50 


mSKvWi 


7. 97 

9.26 

9.76 

8.19 

9.53 


1 ff: x V* ’ 

10. 46 

11.57 

9.83 

10.70 

11.84 

10.06 

’ Tyf-1 H r 

7.94 

9.38 


8.08 

9.55 

10.27 


8.26 

9.64 

9.98 

8.43 

9.83 

10.18 


7.02 

7.63 

7.37 

7.16 

7.78 

7. 61 


0.21 

6.48 

0.43 

6.84 

6.61 

6.55 


5.42 

4. 71 

4.32 

5.53 

4.81 

4.41 


6.24 

4.60 

4.04 

5.37 

4.60 

4.14 


4.77 

4.69 

4. 43 

4.91 

4.82 

4.56 


4.95 

5. 10 

6.18 

5.10 

5.26 

5.34 


i Equity in undistributed net income of all controlled companies not available prior to 1922. 
Source: Exhibit 1360- B, table 84, p. 426. 


A recapitulation of table 81 into a frequency table of number of 
years during the period 1900-1935 in which certain rates of return have 
been earned, shows that even on the basis of comparison as above 
outlined, which is quite conservative, the American Co.’s earnings 
have been very favorable. This is depicted in the following tabula- 
tion: 


Percent 



4-5 

5-6 

6-7 

7-8 

8-9 

9-10 

10-11 

11-12 

Recorded net earnings on average gross investment. 
Bell Telephone System net earnings available on 
average gross investment 

2 

3 

19 

9 

2 


1 


3 

1 

4 

14 

9 

4 


1 

Recorded net earnings on net investment 

1 

4 

16 

10 

4 


i 


Bell Telephone System net earnings available on 
average net investment........ 

3 

1 

4 

12 

11 

4 


1 
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In 31 out of 36 years from 1900 to 1935, inclusive, the rate of recorded 
net income to average gross investment of the American Co. was above 
6 percent, in 12 of which it was above 7 percent. The rate of return 
of Bell Telephone System net earnings on average gross investment was 
above 7 percent in 28 out of 36 years. The conditions have been some- 
what similar, when the ratios of net recorded earnings and of Bell 
Telephone System earnings on average net investment of the American 
Co. are considered. The best showing is made, of course, on the basis 
of Bell Telephone System net earnings on average net investment, 
which shows that in 28 out of 36 years this rate was above 7 percent 
and in 16 years it was above 8 percent. 

Realining the American Co.'s rates of return on the various bases 
indicated in table 81 into averages for certain selected periods, it is 
found that only in periods of extreme economic depression, such as 
during 1932-35, has the average rate for the period been as low as 4 
or 5 percent. In other periods, the performance has been most 
favorable, as shown in table 82. For the whole period 1900-1935, 
inclusive, the ratio of recorded net earnings to average gross invest- 
ment was 6.72 percent, and to average net investments 6.87 percent; 
whereas the ratio of Bell Telephone System earnings available to the 
American Co. on average gross investment was 7.22 percent, and on 
average net investment 7.39 percent. 


Table 82. — Comparison of the average rates earned on gross and net investment hy 
the American Telephone & Telegraph Co., years 1900 to 1935, inclusive 1 


Year or period 

(a) 

Average return on 
vestment 

gross in- 

Average return on net invest- 
ment 

Recorded 

net 

earnings 

(b) 

Bell Tele- 
phone 
System 
earnings 
available 

(0 

Total net 
earnings 
available 

(d) 

Recorded 

net 

earnings 

(e) 

Bell Tele- 
phone 
System 
earnings 
available 

(0 

Total net 

earnings 

available 

(g) 


Percent 

Percent 

Percent 

Percent 

Percent 

Percent 

1900-1917 

6.45 

7.73 


6. 55 

7.85 


1918-20 

7. 10 

6. 48 


7. 30 

6.66 


1921-31 

7. 74 

8.63 


7. 93 

8.83 


1932-34 

5. 15 

4.63 

4.26 

5.27 

4. 74 

4. 37 

1935 

4.95 

5. 10 

5. 18 

5. 10 

5.26 

5. 34 

1900-1935 

6.72 

7.22 


6. 87 

7.39 


1900-1929 

7. 57 

8. 52 


7. 74 

8.72 


1922-29 

8.30 

9. 40 

9. 52 

8.50 

9.64 I 

9. 76 

1922-31 

7.77 

8.66 

8.70 

7. 95 

8.87 , 

8.90 

1922-35 

6.73 

7. 14 

7.06 

6. 89 

7.31 1 

7.23 


i Source: Exhibit 1360-B, table 86, p. 429. 


Focusing attention on certain significant intermediate periods 
during these 36 years, it is found that particular series of years 
have been much more profitable than indicated by the average of 
the whole period. The years 1922-29, inclusive, of course, have 
been the most profitable. The ratio of recorded net earnings on 
average gross investment for these years was 8.3 percent, and on 
average net investment, 8.5 percent. The ratio of Bell Telephone 
System earnings available to the American Co. on average gross 
investment was 9.4 percent, and on average net investment, 9.64 
percent. For the penod 1922-29, in addition to the rates just cited, 
there are available the total net earnings of all subsidiaries available 
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to the American Co. These, applied on gross investment, showed 
an average of 9.52 percent for the period, and on average net invest- 
ment, 9.76 percent. For the period 1900-29, inclusive, the average 
rate of return of recorded net earnings on average gross investment 
was 7.57 percent, and on average net investment, 7.74 percent. For 
the same period Bell Telephone System earnings available, calculated 
on average gross and average net investment, yielded average returns 
of 8.52 and 8.72 percent, respectively. 

In considering these ratios of net earnings to investment, it should 
be borne in mind that average gross investment includes amounts 
equal to the balances of depreciation and amortization reserves, 
surplus, current liabilities and miscellaneous reserves, in excess of 
the amounts paid in by the company’s security holders, and average 
net investment includes the same elements with the exception of the 
amount equivalent to the average balance of the depreciation and 
amortization reserves. As the bases upon which these ratios are 
derived include more than the paid-in capital and common -stock 
holders’ equity, the rates of earnings on the actual cash supplied by 
the security holders and on the common-stock holders’ equity were 
larger. This will be shown later in this chapter to have been the 
case so far as the stockholders were concerned. The results shown 
above for such long periods are significant, since they reflect favor- 
ably upon the Amerigan Co.’s securities as investment risks, which 
is a primary factor in the ability of the American Co. to attract 
capital, a function which it has undertaken for the entire Bell System . 1 

Income on Common Stock. 

Dividend 'payments . — The American Bell and the American Tele- 
phone & Telegraph Cos. have paid dividends continuously since 1 880. 
The annual rates of dividends paid are one indication of the profits 
made by these companies, although they are by no means complete 
evidence, because during the larger part of the period, when these 
dividends were being paid, large amounts of undistributed income 
were being credited to surplus. At other times, such as the years 
1931-35, part of the dividends have been paid out of surplus. "The 
following tabulation indicates the dividends paid per share of capital 
stock by the two parent companies of the Bell System, at various 
times since 1881: 

Annual dividends per share 


American Bell Telephone Co. : 

Calendar years: 

1881 

1882 

1883 .— 

1884 

1885-87 

1888-93 

1894-99 

American Telephone & Telegraph Co.: 

Calendar years: 

1900-05 .. 

1906 . 

1907-20 

1921 

1922-37 


$7 

10 

12 

15 

16 
18 
15 


7}i 

7% 

8 


8 « 

9 


• See ch. 15. 
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From the foregoing tabulation, it would appear that the rate of 
dividend was reduced from $15 to $7.50 per share in 1900 at the time 
of the transfer of American Bell Telephone Co. assets to the American 
Telephone & Telegraph Co. This, of course, is not the case, since 
as a result of transfer of the former’s assets to the latter, 2 shares of 
American Co. stock were given in exchange for 1 share of American 
Bell Co.’s stock. Therefore, the dividends of $7.50 to $9 paid on 
American Co.’s stock were equivalent to 15 to 18 percent on the 
American Bell stock held prior to the 2-for-l exchange effected in 
1900. At that time there were outstanding 258,863 shares of Ameri- 
can Bell stock, for which 517,726 shares of American Telephone & 
Telegraph Co. stock were given in exchange. This was, in effect, a 
100-percent stock dividend, and the dividend payments subsequent 
thereto by the American Co. on these 517,726 shares should be judged 
accordingly. 

In addition to paying these liberal cash dividends, and what 
amounted to a 100-percent stock dividend of $25,886,300, the two 
successive parent companies accumulated an undistributed surplus 
of almost $400,000,000 in the 52 years from 1880 to December 31, 
1931. This large undistributed surplus, which was accumulated 
during the more prosperous years, enabled the American Co. to con- 
tinue to pay its $9-per-share dividend during the severe depression 
years 1932-35, when recorded net earnings did not cover dividend 
requirements. In addition to the current net income of $530,918,919 
during those years, surplus was drawn upon to the extent of $140,- 
917,110 to pay dividends. 10 

Since large amounts of surplus were accumulated in addition to pay- 
ing substantial dividends, to obtain an idea of the rate of profit on 
common stock it is necessary to analyze the net income and the 
equity in the income of subsidiaries of the American Co. on the basis 
of the par value, as well as the paid-in capital, of its stock. In the 
following discussion an analysis is given of American Co.’s net income 
upon those bases. 

Income on par value of common stock . — In this discussion of profits 
on par value of American Co. common stock, income is considered 
upon the same three methods of calculation as in the examination 
of earnings on investment, namely, recorded net income of the 
American Co., Bell Telephone System net income available, and 
total net income of all controlled companies available to the American 
Co. A detailed tabulation of earnings on par value of stock from 
1900 to 1935, inclusive, is given in table 83. 11 An over-all picture 
is obtained in the following tabulation of the earnings per share of 
the American Bell and the American Telephone & Telegraph Cos. 
since 1881, by certain periods: 


Period 

Average 
annual 
recorded 
net income 
per share 

Average an- 
nua] Bell 
Telephone 
System 
earnings 
per share 

Period 

Average 
annual 
recorded 
net income 
per share 

Average an- 
nual Bell 
Telephone 
System 
earnings 
per share 

Mar. 1 , 1881, to Dec. 31, 



1930-35 

$7.92 

$7. 76 

1809 : 

$18.40 


1900-29 

11.44 

13. 18 

1900-19 

9.77 

$11.81 

1900-35 

9.86 

10. 74 

1920-29 

12.38 

14.06 





» See exhibit 1360-B.p. 362. 

11 The facts in table S3 arc graphically presented in chart 12, p. 507. 
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The above figures indicate that from March 1, 1881, to the end of 
1899, the average annual recorded net income per share was $18.40. 
For all other significant periods, with the exception of 1930 to 1935, in- 
clusive, the average annual recorded net income per share was nearer 
$10, $11, or $12. Even during the 6 years, 1930 to 1935, inclusive, 
which constituted the most severe depression period in modem indus- 
trial history, the average annual recorded net income per share was 
$7.92. Only in 1932 to 1935, inclusive, has the annual recorded net 
income gone below $8 per share. In the period 1920-29 the recorded 
net income per share was above $11 in every year, the average being 
$12.38. The average for the period 1900-1929 was $11.44. For the 
whole period 1900-1935 it was $9.86. For the year 1936 the recorded 
net income was $9.36 per share of outstanding stock; in 1937 it was 
$9.62; and $8.16 in 1938. 

Considering the Bell Telephone System net income available to 
the common-stock holders of the American Co., we find a still more 
favorable condition from 1900 to 1929, when the average income per 
share on this basis was $13.18. For the period 1920-29 the average 
income per share on this basis amounted to $14.06. In the 36-year 
period from 1900 to 1935 the average Bell Telephone System income 
per share of American Co. stock was $10.74. Only during the years 
1918 to 1920 and 1931 to 1935, inclusive, did the income per share 
go below these averages. During the latter depression period, the 
average income was $7.76 per share. 

The income of controlled companies applicable to American Co.'s 
common stock for the period from 1922 to 1935, inclusive, is given in 
table 83, column (e). A comparative summary for the periods 
1922-29 and 1930-35 is presented in table 84. The total net mcome 
of controlled companies available to American Co.'s stockholders was, 
on the average, $10.37 per share. From 1922 to 1929, the average 
on this over-all basis was $14.66. During the period 1930-35, 
however, the average total income per share of American Co. stock 
was only $7.38. This was lower than either the recorded net income 
per share or the total Bell Telephone System income per share of 
American Co. stock. This decline was principally due to the lossea 
recorded by Western Electric in the years 1932, 1933, and 1934. 
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Table 83. — Net income per share of capital stock , American Telephone & Telegraph 
Co., year 8 1900 to 1935 , inclusive 


Year 

(a) 

Average 
number of 
shares 
outstanding 

(b) 

Recorded 

net 

income 

(O 

Bell Tel 
ephone 
System 
net in- 
come 
available 

(d) 

Total net 
income 
avail- 
able * 

(e) 

Divi- 

dends 

paid 

<0 

1900 

543,813 

$8. 82 

$12.30 


$7.50 

1901 

673. 337 

9.68 

12.84 


7.50 

1902 

877, 921 

9.80 

12.55 


7.50 

1903 

1, 149, 220 

9.90 

11.81 


7.50 

1904 

1, 306, 549 

8. 18 

10.42 


7.50 

1905 

1,315,514 

9. 43 

12.20 


7.50 

1906 

1,315, 514 

9. 52 

11.94 


7.75 

1907 

1. 367, 956 

11. 16 

14.00 


8.00 

1908 

1, 557, 395 

10.99 

13.55 


8.00 

1909 

2, 129, 535 

10.38 

13. 39 


8.00 

1910 

2 . 597, 103 

9.90 

12.48 


8.00 

1911 

2 , 771, 181 

9. 56 

• 11.63 


800 

1912 

3, 251, 948 

9. 36 

12. 13 


800 

1913 

3,431,755 

9. 59 

11.29 


800 

1914 

3. 446. 584 

9.38 

10.88 


800 

1915 

3, 637, 574 

9. 52 

12.07 


800 

1916 

3. 890. 273 

9.77 

13.46 


800 

1917 

4, 060, 202 

9.48 

11.28 


800 

1918 

4. 403, 712 

9. 97 

9.50 


800 

1919 

4,419, 542 

10. 05 

9.25 


800 

1920 . 

4. 422, 099 

11.72 

9. 32 


800 

1921 

4,864,775 

11. 10 

12.46 


• 8 77 

1922 

5.940.095 

11. 14 

13. 05 

$13.20 

>892 

1923 

7, 199, 646 

11.35 

12. 62 

13.01 

>879 

1924 

8, 051, 495 

11.31 

11.92 

12.29 

*8 81 

1925 

9, 111,814 

11.79 

13.59 

14.82 

*889 

1926 

9, 790. 262 

11.95 

14.26 

15. 15 

>883 

1927 

10, 932, 420 

16. 15 

18.09 

15.06 

*891 

1928 

11,823, 745 

12.11 

14.64 

15. 89 

*878 

1929 

13, 113, 746 

12.67 

15.14 

15. 75 

*887 

1930 

15, 8,56. 696 

10. 44 

11.62 

11.05 

*8 78 

1931 

18,419,461 

9.05 

9.51 

9.41 

*888 

1932 

18,661,623 

7. 82 

6.63 

5.96 

9.00 

1933 

18, 662, 275 

7. 37 

6. 13 

5.38 

9.00 

1934 

18, 662, 275 

6. 52 

6.39 

5.96 

9.00 


18, 662, 275 

6.74 

6. 98 

7. 12 

9.00 


i Equity in undistributed net income not available, prior to 1922. for all controlled companies. 

* While the stockholders received dividends on a $9-a-snare basis, adjustments made for accrued dividends, 
less interest allowances on advance payments, for stock issued under new offerings, reduced the actual 
amount per share charged to the company’s net income to the figures shown in this column. 

8ource: Exhibit 1380-B, table 91, p. 444. 


Table 84. — Average net income per share on all 3 bases during significant periods 



Period 

Recorded 
net income 

Bell Tele- 
phone 
System net 
income 
available 

Totally 

available* 


(a) 

(b) 

CO 

TO 

1922-29 

$12.50 

7.92 

$14.44 

7.75 

mm 

1930-35 

1922-35 

9.80 

10.51 

mm 



> Data showing the equity in the undistributed income of all directly controlled companies are not avail- 
able prior to 1922. 

Source: Exhibit 1360-B, table 94, p. 450. 


Disregarding a special dividend of $47,938,865 received by the 
American Co. from Western Electric Co. in 1927, which was desig- 
nated by the company as having been declared from accumulated 
earnings and profits derived from activities other than those relating 
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to the telephone business, the highest annual earnings of the Bell 
Telephone System, per share of outstanding stock of the American 
Co., amounted to $15.14 per share in 1929, and the low was reached 
in 1933, when it amounted to $6.13. The foregoing average annual 
earnings per share of outstanding capital stock are indicative of the 
exceptionally favorable experience of the American Co. stockholders. 

It is significant that in all these periods, with the exception of 1930 
to 1935, the American Telephone & Telegraph Co. has earned sub- 
stantially more than the dividend requirements of $9 per share. 
Indeed, reference to table 85, below, indicates that in all the years 
from 1900 through 1931, excepting 1904 and 1931, the recorded net 
income was between 15 and 45 percent in excess of dividend require- 
ments. 12 Considering this in relation to the net income of the Bell 
Telephone System available to American Co. common stock, the 
picture is still more favorable. During the years from 1900 to 1930, 
mclusive, the net income of the Bell Telephone System available to 
American Co. common stock was between 14 and 51 percent in excess 
of dividend requirements. From 1932 to 1935, inclusive, the reverse 
was true. Dividend payments exceeded net recorded income as 
well as net income of the Hell Telephone System available to American 
Co. common stock, by between 15 and 38 percent, and between 29 
and 47 percent, respectively. Table 85 gives a clear picture as to the 
percent relation of dividend requirements to the recorded net income, 
Bell Telephone System net income available, and total net income 
available, in each year since 1900 ; and table 86 gives the same informa- 
tion for selected periods. 

Table 85. — Relation of dividend requirements to net income available , American 
Telephone & Telegraph Co., years 1900 to 1935, inclusive 


Relation of dividend requirement 


Year 

(a) 

to— 

Recorded 
net income 

<b) 

Bell Tele- 
phone 
System net 
income 
available 

(c) 

Total net 
income 
available * 

(d) 


Percent 

Percent 

Percent 

loan 

84.90 

60. 97 


1901 

77. 45 

58. 42 


1902 

76. 55 

59. 74 


1003 . 

75. 77 

63. 48 


190-1 

91.67 

71.98 


1905 

79. 53 

61. 47 


1906 

81.45 

64.90 


1907 

71.67 

57. 16 


1908 

72. 76 

59. 03 


1909 . 

77. 10 

59. 74 


1910 

80. 85 

64.09 


1911 

83.66 

68.80 


1912 

81. 14 

65. 93 


1913 , 

83.40 

70.86 


1914 

85. 27 

73.54 


1915 

84.06 

66.29 


1916 

81.87 

59. 12 


1917 

84. 43 

70. 89 


1918 

80.25 

84. 18 


1919 

79. 64 

86. 53 


1920 

68. 27 

85.88 



i Equity in undistributed net Lnoome not available, prior to 1922, for all directly controlled companies. 


i* In 1904 and 1931, the recorded net earnings were only approximately 8 and 2 percent, respectively, in 
excess of dividend requirements. 
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Table 85. — Relation of dividend requirements to net income available , American 
Telephone & Telegraph Co., years 1900 to 1985, inclusive — Continued 


Relation of dividend requirement 
to — 


Year 


Recorded 
net income 


Bell Tele- 
phone 
System net 
income 
available 


Total net 
income 
available 


1921.. . 

1922.. . 

1923.. . 

1924. 

1925.. . 

1920.. . 

1927.. . 
1928. __ 

1929.. . 

1930.. . 

1931.. . 

1932.. . 

1933.. . 

1934.. . 

1935.. . 


(a) 


(b) 


(0 


(d> 


Percent 
70.02 
80. 05 
77. 45 


Percent 
70.38 
as. 34 
69. C6 


Percent 


67 . 57 
67.57 


77.89 


73.88 


71.66 


75.46 
73. 93 
55. 16 
72. 52 
70.03 


65. 45 
61.97 
49. 24 
59.96 
58.63 


GO. 03 
58,33 
59.15 


55.27 


56.35 


84.11 
98. 15 
115.11 
122. 19 
137.96 
133. 51 


76. 21 
93. 38 
135. 78 
146. 89 
140. 95 
128.86 


79.44 
94.34 
15Q. 94 
167.39 
15L® 
126.48 


Source: Exhibit 1300-B, table 95, p. 451. 


Table 86. — Average relation of total dividend requirements to net income available 

by periods 



Average relation of dividend 
requirements to — 

Period 

(a) 

Recorded 

net 

income 

(b) 

Bell 

Telephone 
System 
net income 
available 

(0) 

Total net 
income 
available < 

<d) 

1900-1919 

Percent 

81.20 

Percent 

68. 29 

Percent 

1920-29 

71.17 

62.58 


1922-29 

70.83 

01.28 

60.39 

1930-35 

112. 92 

115.29 

121.49 

1932-35 

126.54 

137.80 

147.47 

1900-1929 

74.23 

64.40 

1900-1935. 

88.21 

80.92 


1922-35 

90. 87 

84.78 

85,89 


1 Data showing the equity in undistributed net income of all directly controlled companies are not avail- 
able prior to 1922. 

Source: Exhibit 1360-B, table 96, p. 452. 


During the entire period from 1900 to 1935, inclusive, dividend 
requirements averaged 88.21 percent of recorded net income and 
80.92 percent of the Bell Telephone System net income available to 
the American Co. During 1922 to 1935, inclusive, oh the average, 
dividends required 90.87 percent of recorded net income, 84.78 per- 
cent of Bell Telephone System net income, and 85.89 percent of total 
net income available. During 1922 to 1929, inclusive, requirements 
averaged only 70.83, 61.28, and 60.39 percent, respectively, by the 
same three methods of calculating net income. In other words, net 
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income available on these three bases exceeded dividend needs by 
29.17, 38.72, and 39.61 percent, respectively, during this very pros- 
perous period. 

On the other hand, during the 6 years 1930-35, average dividend 
requirements exceeded the average income available on the three 
bases mentioned, by 12.92, 15.29, and 21.19 percent, respectively. 
For the 4 years 1932-35, dividend requirements were 26.54, 37.80, 
and 47.47 percent greater than the current income available on the 
three bases shown. 

The very large excess of net income over dividend requirements 
during the years previous to 1930 made possible the accumulation of 
a large surplus, nearly $400,000,000 by the end of 1931, approximately 
one-third of which proved sufficient to make up the deficiency in cur- 
rent net income during 1932 to 1935, inclusive, and enabled the com- 
pany to continue the payment of the annual dividend of $9 per share 
during the past depression. 

Reconciliation of rates earned on investment with income on capital 
stock . 13 — Except for the year 1927, when American Co.'s net earnings 
were somewhat out of line due to receipt of a special dividend of 
$47,938,865 from the Western Electric Co., the highest rate earned 
by the American Co. on its gross investment during the period 1900- 
1935 was 8.26 percent in both 1925 and 1929. The average return on 
gross investment for the entire 36-year period was 6.72 percent. On 
the other hand, it has been shown above that income per share of 
stock has been much higher. The average recorded net income per 
share for the same period was $9.86, or 9.86 percent on par value of 
stock. How was the company able to pay dividends ranging from 
8 to 9 percent on the par value of its capital stock during the greater 
part of this same period, and also accumulate a substantial surplus? 

Disregarding the use of surplus to supplement current income to 
continue payment of the $9-per-share dividend during 1932-35, the 
answer to this question lies partially in the fact that the company's 
investment includes a large element which represents the reinvest- 
ment of undistributed earnings, indicated by the balance in surplus. 
Furthermore, part of invested capital represented proceeds from the 
sale of bonds, on which the average effective interest rate was less 
than the 6.72-percent average return for the whole period. Finally, 
the American Co. has had substantial amounts of depreciation reserves, 
reflecting a like amount of funds, provided from operations and avail- 
able for investment in assets, which did not require the issuance of 
additional stock or interest-bearing obligations. Inasmuch as the 
rates earned on gross investment represent the average relationship 
between net earnings and total assets, including telephone plant and 
equipment at gross book cost, to the extent that any appreciable por- 
tion of these assets was financed at costs lower than these average 
rates, the effect has been to give leverage to the income on common 
stock. The extent of this leverage and the relative importance of the 

« flee exhibit 1360-B, pp. 45*-462. 
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respective items contributing thereto are reflected in the following 
tabulation: 


Particulars 

Avorage gross 
investment 

Earnings on average 
investment 

Amount 

Percent 


$1,744,221,231 

$138, 932,874 

7.97 

Deduct average amount financed by funds obtained from sources 
other than capital stock Issued, represented by: 

386,441.500 
38, 020, 804 
56, 043, 298 
48,556,315 
48,123,871 
118,531,138 

l 20,000,072 
2, 510, 566 
430, 463 

5.18 
6. 60 
.77 

Capital-stock installments - 

Other liabilities 

Depreciation reserves _ 

Ttp^pfyft fnr contingencies 



Surplus 



Total 



695, 716, 986 

22,941,101 

3.30 

Average balance financed by capital stock issued 

1, 048, 504, 245 
55,541,595 

115,991,773 

11.06 

Deduct average premium on capital stock issued . _ 

Balance relating to average par value of capital stock out- 
standing during year 



992,962,650 

115, 991,773 

11.68 



* Includes amortization of debt discount and expense applicable to this year. 


The foregoing tabulation indicates that over 22 percent of the aver- 
age gross investment in 1926 was financed by means of funded debt 
at an average cost of 5.18 percent, which was considerably below the 
average rate of 7.97 percent earned on the total investment. Funds 
provided from operations, represented by surplus, reserve for contin- 
gencies, and depreciation reserves, on which the company had no 
carrying cost similar to interest on borrowed funds, were equal to 
more than 12 percent of total investment. The net result of this 
financing by funds other than capital stock issued was that, in 1926, 
approximately 40 percent of the average gross investment represented 
funds secured at an average cost of only 3.3 percent, or considerably 
less than one-half of the rate earned on total investment. 

The low cost of this 40 percent of the investment increased the rate 
of return on the 60 percent financed through capital-stock issues to 
11.06 percent. Deducting the average premium received from the 
sale of this capital stock, the rate of return on the balance of the 
investment relating to the par value of the average number of shares 
outstanding was 11.68 percent. 14 

A similar reconciliation of the rates earned on gross investment with 
the return on par value of average capital stock outstanding during 
the year ended December 31, 1935, is shown in the following tabula- 
tion: 16 

u This rate differs slightly from that shown earlier in this chapter, 11.95 percent, due to inclusion here of 
amortization of debt discount and expense as part of the cost of funded debt. The same explanation accounts 
for the difference in the rates shown for 1935. The company’s published financial statements have usually 
been presented on the basis of charging debt discount and expense to surplus when incurred. 

» See exhibit 1360-B, p. 461. 
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Particulars 

Average gross 
investment 

Earnings on average 
investment 


Amount 

Percent 

Total for year 1935 

$3, 015, 194, 346 

$149, 237, 937 

4. 95 


Deduct: Average amount financed by funds obtained from 
sources other than capital stock issued, represented by: 
Funded debt 

443,913,550 
6, 701, 674 
68, 895, 587 
91,201,091 
64, 664, 444 
204, 838, 522 

1 23, 426, 681 
247, 347 
587,186 

5.28 

Capital stock installments 

3. 69 

Other liabilities 

.85 

Depreciation reserves 

Reserve for contingencies 



Surplus 






Total 

880,217, 768 

24, 261, 214 

2. 76 


Average balance financed by capital stock issued 

2,134,976,578 
268, 749, 078 

124, 976, 723 

5.85 

Deduct: Average premium on capital stock issued 




Balance relating to average par value of capital stock out- 
standing during year 1 

1, 866, 227, 500 

124, 976, 723 

6.70 


1 Includes amortization of debt discount and expense applicable to this year. 


The year 1935 is somewhat different from 1926, in that in 1935 the 
average rate earned on gross investment, 4.95 percent, was somewhat 
less than the cost of that part of total investment financed through 
funded debt, the cost of which was 5.28 percent. In spite of this, 
however, the low cost of funds obtained from sources other than 
funded debt and capital stock, represented mainly by surplus and 
reserves, brought the average cost of the funds required for 29 percent 
of investments, including funded debt, dow r n to 2.76 percent, or only 
slightly more than half of the average rate earned on total investment. 
The result was to increase the return on the 71 percent of the invest- 
ment financed through capital stock issues to 5.85 percent, and on the 
balance relating to the par value of the average capital stock outstand- 
ing during 1935, to 6.70 percent. 

Income on Paid-In Capital. 

It must be recognized that an analysis of net income in comparison 
with the par value of capital stock does not give an altogether accurate 
picture of the rate of return on the common-stock holders’ contribu- 
tions of money, because from time to time certain classes of stock- 
holders have paid more than par to the company for the stock issued 
to them. 

As of December 30, 1899, $51,772,600 par value of the American 
Co.’s capital stock was issued in exchange for $25,886,300 par value 
of outstanding capital stock of American Bell Telephone Co., in con- 
nection with the consolidation of the two companies as of that date. 
From 1900 to 1935, American Co. common stock with par value of 
$1,135,092,000 has been sold at par under circular offers to stock- 
holders. On the other hand, $679,362,900 par value of stock was 
issued at a total premium of $281,018,238. The average price on 
these shares, which were issued at a premium for cash or m exchange 
for convertible bonds or other consideration, w r as a little over $141. 
Of course, the actual premium paid by various groups in this category 
of stockholders differed from this average. The average prices paid 
by these various groups have been discussed in chapter 15, section 4. u 


u See table 73, p. 448. 
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The average par value and premium of American Co. stock front 
1900 to 1935, inclusive, hereinafter sometimes referred to as paid-in 
capital, the amounts and percentages of recorded net income, of Bell 
System net income, and of total net income available to average par 
value and premium of American Co. common stock, are given in table 
87. During the decade 1900 through 1909 the lowest rate of recorded 
net income on paid-in capital was 8.18 percent in 1904, a year of 
business recession following the “rich man’s panic” of 1903 ; the highest 
rate was 11.16 percent in 1907, a year of substantial business activity 
until the last quarter, when there was a severe reaction. During this 
same decade, the rate of Bell System net income available on par value 
of capital stock and premium was at its lowest, 10.42 percent in 1904, 
and at its highest, 13.99 percent in 1907. 

During the next decade, 1910 to 1919, inclusive, the experience was 
only slightly less favorable. The lowest rate of recorded net income 
on par value and premium of capital stock was 8.50 percent in 1914, 
better than the lowest point of the preceding decade. The highest 
rate reached on the same basis was 9.06 percent in 1919, somewhat 
lower than the high point reached in the preceding decade. Bell 
System net income available on capital stock and premium showed 
different behavior. The lowest rate occurred in 1919, the very year 
in which the highest level of recorded net income to par value and 
premium was reached. The reason, of course, was the payment of 
dividends by certain of the subsidiary telephone companies out of 
surplus, as their current net income was not sufficient to meet the 
dividend requirements. On the other hand, the highest rate of Bell 
System net income to capital stock and premium occurred in 1916 
when it was 12.08 percent. 

The decade from 1920 through 1929 was, of course, a period of sub- 
stantial profits for the American Co. During this period the annual 
dividend was increased from $8 to $9 per share. The rate of return 
of recorded net income to paid-in capital was at its lowest, 10.09 per- 
cent in 1921, a year of severe recession, and at its highest, 15.33 per- 
cent in 1927, when a special dividend of some $48,000,000 was paid 
by Western Electric Co. If this year is disregarded, the next highest 
rate of return on this basis was 12.05 percent in 1929, the peak year of 
postwar prosperity. Considering Bell Telephone System net income 
available on paid-in capital, it is found that the lowest rate was 8.40 
percent in 1920, and the highest rate 17.17 percent in 1927. The 
next highest rate was in 1929, with 14.39 percent. Total net income 
available on paid-in capital during the years 1922 to 1929, inclusive, 
was at its lowest in 1924 at 11.53 percent, and at its highest in 1928 
when it was 15.08 percent. 
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1 Average of opening and closing balances for each year. 
* Complete data not available prior to 1922. 



Table 87 . — Average par value of capital stock outstanding , average premium , recorded net income , Bell Telephone System net income , and 
total net income available, of American Telephone & Telegraph Co., years 1900 to 1935, inclusive — Continued 
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The year 1930 belongs in the same category as the foregoing decade, 
as it includes the carry-over of the momentum of the preceding decade. 
The amount of net income in 1931 was slightly more than in 1928. 
although the rate of return of recorded net income on paid-in capital 
went below 8 percent for the first time since 1900 (not very far below, 
however, since it stood at 7.91 percent); and the rates on the other 
two bases were 8.32 percent and 8.23 percent. This was mainly due 
to the increase in the amount of paid-in capital, resulting principally 
from the conversion in 1930 of convertible bonds issued in 1929 ana 
additional sales of stock under the 1930 circular offering to stock- 
holders. From 1932 on, however, income calculated on all three bases 
went down definitely below 8 percent on capital stock and premium, 
and stayed between 5 and 7 percent to the end of 1935. The years 
1936 and 1937 have shown improvement, the consolidated net income 
per share of American Co. stock in 1937 being near $9.76, or around 
8 % percent on paid-in capital. In 1938 consolidated net income was 
$8.32 per share, or 7% percent on paid-in capital. 

The contrast between the prosperous years, 1922 to the end of 1929, 
and the following depression period, is emphasized by the following 
averages of percent return of recorded net income, Hell Telephone 
System net income, and controlled companies’ net income, to average 
par value and premium of capital stock: 


Years 

Recorded net 
income 

Bell Telephone 
System net 
income 

Controlled com- 
panies’ net 
income 

1022-20. 

Percent 

11.79 

6.96 

8.86 

Percent 
13.63 
6. £2 
9.50 

Percent 

13.83 
6. 40 
0.38 

1030-35. 

1022-35 - 



For the whole period, 1922-35, the average recorded net income was 
8.86 percent; Bell Telephone System income available, 9.5 percent; 
and total income of subsidiaries available, 9.38 percent. In tne pros- 
perous years, 1922 to 1929, inclusive, however, the corresponding 
returns were 11.79 percent, 13.63 percent, and 13.83 percent, respec- 
tively; whereas in the depression years, 1930-35, the corresponding 
rates were 6.96 percent, 6.82 percent, and 6.49 percent, respectively. 

The following tabulation gives the number of years in which re- 
corded net income and Bell Telephone System net income available 
to American Co. stock, calculated on paid-in capital, was between the 
designated rate of return at intervals of 1 percent: 


Rate of return 

Number of years 

Rate of return 

Number of years 

Recorded 
net in- 
come 

Bell Tele- 
phone 
System 
net in- 
come 

Recorded 
net in- 
come 

Bell Tele- 
phone 
System 
net in- 
come 

5 to 6 percent 

2 

3 

11 to 12 percent 

4 

7 

6 to 7 perocnt 

2 

1 

12 to 13 percent 

1 

8 

7 to 8 percent.. - 

1 

0 

13 to 14 percent 

0 

4 

8 to 0 percent 

10 

4 

14 to 15 percent 

0 

1 

9 to 10 percent— 

9 

1 

15 to 16 percent 

1 

• 0 

10 to 11 percent 

6 

6 

16 to 17 percent 

0 

1 








Only in 5 years out of 36, was the rate indicated by recorded net 
income between 5 and 8 percent. In all the other years, it was more 
than 8 percent. There were 10 years in which the rate of return was 
between 8 and 9 percent; 9 years when it was between 9 and 10 percent ; 

Digitized by * ^.ooQie 






INVESTIGATION OF THE TELEPHONE INDUSTRY 


518 


6 years when it was between 10 and 11 percent; 4 years when it was 
between 11 and 12 percent; 1 year when it was between 12 and 13 
percent; and another year, 1927, when it was between 15 and 16 
percent. 

A still more favorable picture appears in an* examination of Bell 
Telephone System net income available to common stock of the 
American Co., calculated upon average par value and premium of 
American Co. stock. In 27 out of the 36 years this was over 10 
percent. In 14 years, it was over 12 percent. 


Income on Common Stock Equity. 

In the foregoing pages of this chapter, earnings have been discussed 
in their relation to gross and net investments, and net income has 
been related to par value of common stock, and to the capital paid 
into the company’s treasury by the stockholders (par value of common 
stock plus premium). Since it became the top company of the Bell 
System, as a result of the consolidation effected as of December 30, 
1899, the American Co. lias paid dividends continuously, ranging from 
$7.50 per share for the years 1900 to 1905, inclusive, $7.75 in 1906, $8 
in the years 1907 to 1920, inclusive, $8.75 in 1921, and $9 per share 
annually thereafter. The company’s recorded net income was con- 
sistently in excess of the requirements for these dividend payments to 
the end of 1931, when undistributed profits wliich had been retained in 
the business aggregated some $390,000,000. During the depression 
years, 1932 to 1935, inclusive, dividend payments exceeded net income 
by approximately $141,000,000, thereby reducing the undistributed 
profits to approximately $249,000,000 at the end of 1935. In 1936 
and 1937, net income again exceeded the dividend requirements, but 
fell below the requirements in 1938. For these 3 years combined, the 
recorded net income aggregated $507,089,257 as compared with 
dividend payments of $504,443,231. 

The funds equal to undistributed profits retained in the business 
from year to year, represented largely by the changes in the company’s 
surplus, were employed to produce earnings as well as the funds ob- 
tained from the issuance of capital stock and bonds. Such undis- 
tributed profits also increased the total equity of the stockholders by a 
corresponding amount, over the amount paid into the company’s 
treasury for the capital stock issued. Accordingly 2 in table 88, the net 
income on the three bases of computation previously described, is 
related to the average stockholder’s equity for the years 1900 to 1935, 
inclusive, as reflected in the company’s books. 

During the 36-year period ending with 1935 the ratio of recorded 
net income to average stockholder’s equity varied from a low of 4.97 
percent in 1934 to a high of 12.78 percent in 1927, whereas Bell Tele- 
phone System net income available varied from 4.60 percent in 1933 
to 14.31 percent in 1927. If the special dividend of approximatelv 
$48,000,000 received from Western Electric in 1927 is disregarded, 
the highest ratios of the net income, on the two bases of computation, 
to^the average stockholder’s equity occurred in 1926, when they were 
9.74 and 11.62 percent, respectively. Only during the 4 depression 
years, 1932-35, did the net income fall below 6 percent of the average 
stockholder’s equity. For the entire 36 years recorded net income 
was less than 6 percent of the average stockholder’s equity in 4 years, 
between 6 and 7 percent in 3 years, between 7 and 8 percent in 13 
years, between 8 and 9 percent in 6 years, and over 9 percent in 10 
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years. Bell Telephone System net income available was below 6 
percent of the average stockholder’s equity in 4 years, and exceeded 
7 percent in 32 years, was over 8 percent in 28 years, exceeded 9 
percent in 23 years, and was more than 10 percent in 12 years. 

In this connection it should be stated that the latter percentages 
are somewhat overstated, since the average stockholders’ equity 
would be higher than shown in table 88 if the American Co.’s equity 
in undistributed profits of the Associated Telephone companies were 
taken into consideration. For example, for the year 1935 the average 
equity of the American Co.’s stockholders on a Bell System consoli- 
dated basis was approximately $2,513,000,000 as compared with 
$2,404,479,544 shown in table 88. On the basis of considering the 
higher equity figure, the ratios of Bell System net income and total 
net income available for 1935 would be 5.19 and 5.28 percent, respec- 
tively, instead of 5.42 and 5.52 percent, as shown in table 88. 


Table 88. — Average par value of capital stock outstanding plus average premium 
and surplus , or average common-stock holder’s equity , and percentage relationship 
to common-stock holder’s equity of recorded net income , Bell Telephone System net 
income , and total net income available of American Telephone & Telegraph Co. 
for years 1900 to 1985, inclusive 


Year 

(a) 

Average par 
value of capi- 
tal stock out- 
standing plus 
premiums per 
books 1 

(b) 

A vorage 
sutplus per 
books 1 

(c) 

Average com- 
mon -stock 
holder’s equity 
per books 

(d=b+c) 

Percentag 
income to : 

Recorded 
net in- 
come 

(<*) 

:e relations 
stock holdoi 

Bel) Tele- 
phone 
System 
net in- 
come 
available 

(f) 

hip of net 
r's equity* 

Total net 
income 
available ‘ 

fg) 





Percent 

Percent 

Percent 

1900 

$54.3*1.300 

$19. 095. 676 

$73. 476. 976 

6. 51 

9. 10 


1901 - 

67. 340, 658 

18. 900. 889 

86.241,547 

7. 56 

10 02 


1902 - 

87. 814. 329 

22.716. 887 

110,531,216 

7. 78 

9 97 


1908 

114, 952,541 

27. 045, 172 

141,997,713 

8.01 

9 56 


1104 

130.685.441 

28. 723. 255 

1 59, 408, 6% 

6. 71 

8. 54 


1905. 

131.5*1,941 

30. 175. 242 

161.757,183 

7.67 

9. 92 


1906. 

131,581,941 

31. 345, 189 

162. 927, 130 

7.68 

9. 64 


1907.... 

136.828, 141 

29, 434. S4G 

168,261,087 

9. 18 

11. 52 


1968 

155. 778. 176 

30. 919, 376 

186. 697, 552 

9. 17 

11 31 


1909 

225, 801, 679 

41, 767, 947 

267, 569, 628 

8. 26 

10. 66 


1910 

286] 517, 088 

51.625,524 

338, 142,612 

7.60 

9.59 


1911 

307. 359,913 

54, 448. 382 

361, 808, 295 

7. 32 

8. 91 


1912 

358, 074, 785 

55, 096. 681 

413, 171,466 

7. 76 

9. 55 


1913 

377, 712, 675 

54, 045, 957 

431, 758, 632 

7.62 

8. 97 


1914 . 

380. 501, 045 

48, 919. 203 

429, 420, 248 

7. 53 

8. 73 


1915 

403. 196, 839 

45. 608. 118 

448, 804, 957 

7. 71 

9. 78 


1916 

433, 585, 136 

47, 032. 374 

480, 017, 510 

7. 91 

10.90 


1917 

452, 207, 355 

50. 599, 361 

502, 806.716 

7. 66 

9. 11 


1918 

487, 437, 573 

55, 501.409 

542. 938. 9S2 

8.09 

7.71 


1919 

489. 804, 106 

59, 282, 148 

519. 086. 254 

8.09 

7. 44 


1920 

490, 135, 581 

69. 788. 653 

559, 924. 234 

9. 26 

7.36 


1921 

535, 379. 177 

85, 264,218 

020, 643, 395 

8.70 

9.77 


1922 

644. 847, 595 

96. 894. 7:40 

741.742.325 

8. 92 

10. 45 

10. 57 

1923 

772, 275, 369 

108, 083. 235 

880, 358, 60-4 

9.28 

10. 32 

10.64 

1924 

858. 330, 488 

123, 878, 902 

982. 299. 390 

9. 27 

9. 77 

10. OS 

1925 

965, 429. 220 

141,923.339 

1. 107, 352,559 

9.70 

11. 18 

12. 19 

1928 . 

1, 034, 567, 795 

166,655,010 

1,301,222,805 

9.74 

11.62 

12.34 

1927 

1. 151. 587. 279 

229.841,951 

1. 381. 429. 230 

• 12. 78 

5 14.31 

11.92 

1928 

1, 245, 791. 105 

296. 170, 838 

1,541,961.943 

9.28 

11.23 

12. 18 

1929 

1, 379, 213, 097 

340, 719, 923 

1. 719, 933, 020 

9.66 

11.54 

12.09 

1930 

1.749,903 112 

376, 372. 736 

2, 126, 275, 848 

7. 79 

8.59 

8. 24 

1981 

2, 105, 7C6. 193 

388. 596. 142 

2, 494, 392, 335 

6.68 

7.02 

6.95 

1932 

2, 134.821.131 

379, 086, 779 

2,513, 907,910 

5.80 

4. 92 

4. 43 

1933 

2. 134. 976, 578 

352,678,533 

2. 187,655, 111 

5.53 

4. 60 

4.03 

1934 

2, 134, 976, 578 

313, 972, 047 

2, 448, 948, 625 

4. 97 

4.87 

4.54 

1985 

2. 134, 976, 578 

269, 502. 966 

2, 404, 479. 544 

5.23 

5.42 

5. 52 


1 See table 87, column (d). 

* Average of opening and closing balances for each year, including reserve for contingencies. 

* For amounts of net income and income available see table 87, columns (e), (f), and (g). 

* Complete data not available prior to 1022. 

4 Includes special dividend of $47,938,865 received from Western Electric Co., Inc. 


Source: Exhibit 1360-B, tables 90 and 91, pp. 442 and 444, and schedule 2. 
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In evaluating the profits on the basis of their relationship to the 
stockholders’ equity, consideration must be given to the dividend 
record of the company or companies involved. The ratio of profits 
to stockholders’ equity of a company that has paid little or no divi- 
dends, and has retained substantially all of its profits in the business, 
presents a far different situation from that of the American Co. and 
its predecessor ? American Bell, which have paid substantial and 
continuous dividends since 1880, and their profits ratios must be 
judged accordingly. 

Special distributions to stockholders . — The foregoing discussions have 
already indicated the favorable treatment of their stockholders by 
American Bell and American Co. through the continuous payment 
of large dividends. In addition to these dividends, the stockholders 
of those two companies have received privileges which, in effect, were 
of the nature of special distributions. Usually, these took the form of 
stock split-ups, or rights to subscribe for new stock at par, when the 
market price was considerably above par. 

In 1880, American Bell issued $5,100,000 par value of its capital 
stock in connection with the acquisition by it of the net assets of 
National Bell. At that time, the outstanding capital stock of Na- 
tional Bell was $850,000 par value, thus indicating the issuance of 
six shares of American Bell stock for each outstanding share of its 
predecessor. This six-for-one exchange was reflected principally in 
the write-up of over $5,000,000 in patents and patent rights. 

In connection with the consolidation as of December 30, 1899, by 
which the American Co. became the top company of the Bell System, 
$51,772,600 par value of its capital stock was issued in exchange for 
$25,886,300 par value of the then outstanding capital stock of the 
American Bell, the effect of which was in the nature of a declaration 
of a stock dividend of 100 percent, inasmuch as the transaction re- 
sulted in capitalizing $25,886,300 of accumulated surplus of American 
Bell. 

The American Co., as well as the associated Bell Telephone com- 
panies, showed a remarkable growth since the year 1900, more par- 
ticularly during the years from 1920 to 1931. The major part of 
this expansion by the associated companies was financed through 
the sale of common stock to the American Co. which, in turn, offered 
its own stock to stockholders at par when the actual market value 
of this stock was considerably over par. Inasmuch as this financial 
policy permitted stockholders to invest additional funds to yield a 
return of 7 % to 9 percent, depending upon the rate of dividends being 
paid, or to immediately obtain substantial amounts of cash from the 
sale of the subscription rights, the granting of those rights might 
logically be considered in the nature of an additional form of income 
distribution, which is not reflected in the income statements of the 
company. 

Table 89 shows the approximate number of rights exercised by 
stockholders in the purchase of American Co. stock at par, the average 
book value; the average market quotations on these rights since 1900, 
and the value thereof computed on the basis of average quotation, 
as an indication of their approximate value to stockholders during 
this period. 
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Table 89. — Value of stock subscriptions exercised by stockholders on basis of average 
book and average market quotations from such rights , years 1900 to 1995 , inclusive 


Year 

(a) 

Number of 
shares sub- 
scribed 

(b) 

Basis of 
offer 

(c) 

Approxi- 

mate 

number of 
subscrip- 
tion right# 
exercised 
by stock- 
holders 

(d) 

Approxi- 
mate 
average 
book 
value of 
rights 1 

(e) 

Approxi- 
mate 
value of 
rights 
based on 
average 
book 
value 

<0 

Average 
market 
value of 
rights * 

(K> 

Value of 
rights 
based on 
average 
market 
value 

<b) 

1900 

i 102,972 

1 for 5 

514,860 

$6.66 

$3,428,908 

$7. 75 

$3,990,165 

1901 

» 206,120 

1 for 3 

618,360 

7.02 

4, 340, 887 

16.62 

10, 277, 143 

1908 

» 218, 748 

1 for 4 

874,992 

5.18 I 

4, 532, 459 

14.85 

12,993,631 

1003 

i 218, 320 

1 for 6 

1,091,600 

3.93 

4,289,988 

5.83 

6,364,02* 

1907 

209,738 

1 for 0 

1,258,428 

3.08 

3. 875, 958 

.47 

691,461 

1011 

548,536 

1 for 5 

2, 742, 680 

5.09 

13, 960, 241 

6.30 

17, 278, 884 

1916. 

391,341 

1 for 10 

3,913. 410 

2.14 

8, 374, 097 

2.01 

7, 865, 9M 

1921 

837,902 

1 for 5 

4, 189. 510 

4.60 

10, 271, 746 

.56 

2,346,120 

1922. 

1.172,039 

1 for 5 

5, 860. 195 

4. 15 

24, 319, 809 

3.70 

21,682,722 

1924 

1,491,748 

1 for 5 

7, 458, 740 

3.66 

27, 298,988 

3.70 

27,507,338 

1926 

l r 525, M2 

1 fore 

9,153,252 

3.24 

29,656,536 

0.25 

57,207,825 

1928 

1,852,035 

1 fore 

11,112, 210 

4.34 

48,226,991 

12.46 

138,458,137 

1930 

2, 575, 879 

1 for 6 

15, 455, 274 

4.87 

75,267,184 

19. 12 

295,504,839 

Total 

11,350,920 


64,243, 511 


266,844,452 


602,158,253 

, 





1 Does not include 210 shares included by company in number of shares subscribed under circular offers, 
which, however, were really sold at a premium, since the rights to them were aoqutred by the company 
during the years 1900 through 1903 and were sold at a total of $4,537. 

* Represents book value per share, less par value, divided by ratio of offer plus one, e. g., 1900 average 
book value per share $139.95-$100=$39.95-M5-i-U =a $0.66. 

» Average of the total high and low market quotations (total highs plus total lows divided by the sum 
of the number of high and low quotations). 

Source: Exhibit 1360-B, p. 374. Also see table 71, p. 629. 


If all of the stock subscription rights had been sold at the average 
market value according to table 89 the estimated benefit to stock- 
holders would have amounted to $602,158,253, consisting approxi- 
mately of a transfer and sale of undistributed equities of $266,844,452 
and net profits of $335,313,801. The American Co. also financed a 
part of its requirements by the issuance of $219,112,700, face value, of 
convertible bonds offered to stockholders as of July 1, 1929. 17 These 
bonds were convertible into common stock at 180 within 6 months 
after date of issue, the conversion rate being subject to adjustment in 
case additional stock was offered at par in the meantime. Most of 
these bonds, $206,189,700, face value, were converted during 1930, 
when the common stock of the American Co. was selling at an open 
market price considerably in excess of $200. Therefore, this arrange- 
ment also operated as a special distribution of income to stockholders, 
in addition to the regular dividend payments shown in the company's 
income statements. 18 

17 Stockholders were also offered $67,000,000 and $48,367,200, face value, of convertible bonds In 1913 and 
1918, respectively. 

« Many of the stockholders in 1929 sold their convertible-bond subscription rights. As the market quo- 
tations on these rights ranged from $3 to $8 each, these bond subscription rights had a possible minimum 
cash value of $39,440,2% to the stockholders. 
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SECTION 2. EARNINGS OF THE BELL TELEPHONE SYSTEM 


The foregoing discussion has been confined to the nature and sources 
of the revenues of the parent companies of the Bell System, the dis- 
position of the revenues received, and to various bases of measurement 
of the net earnings and net income. Before proceeding with a dis- 
cussion of the earnings of the respective mam functional divisions 
of the Bell System which are engaged in furnishing telephone com- 
munications services, it is considered appropriate to first present an 
over-all picture of the earnings of the Bell Telephone System. For this 
purpose the net operating earnings of the system, as reflected in con- 
solidated income statements of the American Co. and the associated 
Telephone companies, are related to the average gross book cost and 
the average net book cost of telephone plant and equipment of the 
same companies, on the basis of averaging the balances in the tele- 
phone plant and equipment accounts (including intangibles but exclud- 
ing construction work in progress) at the beginning and end of each 
year. These data are contained in table 90. Inasmuch as the first 
uniform system of accounts for telephone companies, as prescribed 
by the Interstate Commerce Commission, did not become effective 
until January 1, 1913, this information is presented in table 90 for 
only the years 1913-35, inclusive. 


Table 90. — Computation of rate of return on average gross and average net book cost 
of telephone plant and equipment of the Bell System, years 1918-35, inclusive 


Year ended 
Dec. 31 

(a) 

A vernge gross 
book cost of 
plant 1 

(b) 

Average de- 
preciation and 
amortization 
reserves 1 

(0 

Average net 
book cost of 
plant * 

((d) — (b) — (c) ) 

(d) 

Net tele- 
phone earn- 
ings of Bell 
System * 

(0 

Percent r 

Average gross 
book cost 
((0 = (e)-?-(b)) 

(0 

etum on— 

Average net 

book cost 
f(gWe'-Kd)) 

fp) 

1913 

$783. 463. 046 

$99, 136, 569 

$684, 326, 477 

$51, 195. 375 

6.53 

7.48 

1914 

837, 781, 794 

114,028,617 

723, 753,177 

51,809,688 

6. 18 

7. 16 

1915 

883. 574, 603 

132, 322,411 

751. 252, 192 

58, 725. 708 

6.65 

7. 81 

1916 

932. 593. 486 

155,175.456 

777,418.030 

67, 515, 012 

7.24 

8,68 

1917 

1,019,753,110 

184. 566, 820 

835, 180, 290 

63,155,012 

6.19 

7.56 

1918 

1, 120, 598, 362 

218, 242, 652 

902, 355, 710 

58, 642. 112 

5.23 

6.30 

1919 

1,205,611.263 

255, 849, 815 

949, 761.448 

63, 944, 105 

5.30 

6.73 

1920 

1, 309, 158, 673 

292, 930, 341 

1,016, 228, 332 

65, 778, 036 

5.02 

6.47 

1921 

1,451.786,813 

330, 099, 163 

1,121,687,650 

88,420.768 

6.09 

7.88 

1922 

1, 614, 893, 298 

372, 969, 506 

1, 241, 923, 792 

104,920,828 

6.50 

& 45 

1923 

1, 822, 328, 072 

419, 213. 392 

1, 403, 1 14. 680 

115,551,708 

6.34 

8.24 

1924 

2,099. 094,386 

464. 395. 385 

1.634,699,001 

127, 923, 875 

6.09 

7.83 

1925 

2, 387, 010, 353 

507, 866, 052 

1,879,144,301 

162, 365, 998 

6.80 

8.64 

1926 

2. 660, 216. 281 

553, 143, 306 

2, 107, 072. 975 

193.254, 108 

6.89 

8.70 

1927 

2,916,110,002 

588, 439, 613 

2, 326, 670, 389 

194,461,151 

6.67 

8.36 

1928 

3, 161,418,148 

625, 642, 489 

2, 535, 775, 659 

214,829.243 

6.80 

8. 47 

1929 

3. 474, 878, 742 

674, 828, 006 

2,800,050,736 

232, 336, 762 

6.69 

8.30 

1930 

3, 843, 315, 564 

719, 520, 275 

3, 123, 795, 289 

219, 848,886 

5.72 

7.04 

1931 

4. 107, 048, 765 

764, 295, 940 

3. 342, 750, 825 

221, 318. 536 

5.39 

6.62 

1932 

4, 209, 942, 026 

804, 390, 444 

3, 405, 551,582 

176,704, 480 

4.20 

5.19 

1933 

4,217,499,842 

856, 038, 780 

3,361,461,062 

170, 874, 273 

4.05 

5l08 

1934 

4, 208, 489, 674 

930, 04 S, 321 

3, 278.441,353 

178, 994, 813 

4.25 

5.46 

1935 

4, 228, 367, 416 

1,014, 932,041 

3, 213, 435, 375 

187, 017,911 

4.42 

5.82 

Averages: 







1913-22 





6.04 

7.49 

1923-31 





6.32 

7.90 

1931-35 





4.23 

5. 38 

1913-35 





5. 61 

7.05 








1 Averages are based upon annual opening and closing balances: and gross and net plant include all intan* 
gible accounts, exclude construction work in progress, and include no allowance for working capital. 

* Net operating earnings as reflected in consolidated income statements of American Telephone & Tele- 
graph Co. and associated telephone companies. 

Source: Exhibit 135, p. 14; exhibit 1364, schedules A-2, A -4, and A-15; exhibit 1360-B, schedules 22 and 3$ 
and Bell Telephone System earnings data compiled by American Telephone & Telegraph Co. 
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During the 4 depression years, 1932-35. annual net telephone 
earnings Varied from 4.05 to 4.42 percent ol the average gross book 
cost of plant; in 5 of the 23 years indicated in table 90 such earnings 
were between 5.02 and 5.72 percent of gross plant; in 13 years they 
were between 6.09 and 6.89 percent; and in 1 year, over 7 percent. 
The average annual earnings for the 23 years were 5.61 percent of the 
average gross book cost of telephone plant and equipment. These 
percentages, however, are not particularly significant, since they 
reflect the relationship of net telephone earnings to the average gross 
book cost of plant, whereas a substantial part of the initial invest- 
ment in telephone plant and equipment still in service during the 
respective years had already been absorbed in the cost of furnishing 
telephone service through periodic depreciation charges and credits 
to depreciation reserves. If the companies’ annual depreciation 
rates have been correct, then the balances in the depreciation reserves 
at any selected date represent the portion of the gross book cost of 
the telephone plant and equipment as of the same date which has 
already been absorbed in rendering telephone service. Thus, the 
ratio of net telephone earnings to the net book cost of telephone 
plant and equipment in service (gross book cost less depreciation 
and amortization reserves) is much more significant as an indication 
of the rate of return earned by the companies on their actual invest- 
ment in telephone plant and equipment in any year or period of years. 

During the 23-year period, net telephone earnings of the Bell 
Telephone System exceeded 8 percent of the average net book cost of 
plant in 8 years, were between 7 and 8 percent for 7 years, between 
6 and 7 percent in 4 years, and under 6 percent (but not below 5 per- 
cent) in only 4 years. The annual average for the entire 23 years 
was 7.05 percent. In this connection, however, it should be borne 
in mind that neither gross book cost nor net book cost include any 
allowance for working capital. On the other hand, the net telephone 
earnings of the Bell System, as shown in table 90, represent the con- 
solidated net operating earnings, after deducting all expenses and 
taxes, exclusive of interest deductions, of the American Co.’s general 
department, except certain taxes directly applicable to the dividends 
received by that company on its investment in capital stock of the 
Bell Telephone Co. of Canada and certain minor items charged against 
nonoperating income. All holding-company expenses are included 
in the consolidated telephone operating expenses, for the purpose of 
determining the consolidated net telephone earnings of the system, 
in accordance with the practice followed by the American Co. in com- 
piling its published consolidated financial statements for 1935 and 
prior years. 

To analyze further the sources of American Co. earnings, it is neces- 
sary to consider the record of earnings of the long lines department, 
associated telephone companies, and Western Electric Co. To these 
the discussion m the following pages is devoted, in the order named. 
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SECTION 3. EARNINGS OF LONG LINES DEPARTMENT 10 

The long lines department of the American Telephone & Tele- 
graph Co. is not a corporate entity, but is treated as a separate oper- 
ating unit of the Bell System. It maintains its own set of books and 
records. As mentioned in other chapters of this report, its business 
is actually transacted through the long lines department and 30 
subsidiary corporations, sometimes referred to as “State leasing 
companies.” These companies were organized principally to comply 
with legal requirements mcident to constructing, owning, and oper- 
ating utility property in various States and are not to be confused 
with the associated telephone companies of the Bell System. Long 
lines* general books carry as investments the capital stocks of these 
companies and advances made for construction purposes. Such 
investment aggregated $267,722,212 as of December 31, 1935. 20 
The books of each of the State companies show the investment in 
telephone plant and the offsetting items for capital stock issued to, 
and the advances from, the American Co/s long lines department. 
The State companies have contracts with the American Co. which 
specify that the latter shall receive all revenues and pay all expenses. 
Accordingly, no revenues or expenses appear on the books of the State 
companies. All records are maintained by the long lines department, 
as the State companies have no employees and are created only to 
satisfy legal requirements. Reference in this report to long iines 
department or long lines is meant to comprehend the long lines 
department of the American Co. and the 30 State subsidiaries. 

From the date of its organization in 1885 until 1900 the principal 
transactions of the American Co. related to its activities in the long- 
distance telephone field as of December 30, 1899; it also took over 
the holding-company and license-contract functions of its parent 
company, American Bell, and thereby became the top company of 
the Bell System. The establishment of complete and separate 
accounting records for the long lines department, as distinct from 
those covering the transactions relating to the company’s holding- 
company and license-contract functions as recorded in the records of 
the general department, was not effected until 1908. The data on 
long lines’ activities for 1907 and prior years, as presented in this 
report and the supporting exhibits, have been compiled from the avail- 
able records on a basis as nearly comparable as possible with the 
corresponding information for subsequent years. 

Total Revenues. 

For the period 1880 to the end of 1935, net income of the long lines 
department aggregated approximately $454,000,000, after deducting 
license fees paid to the general department, or more than 13K percent 
of the total revenues of the general department. From 1880 to 1900, 
long lines’ net income amounted to slightly more than $4,000,000, or 
6 percent of total general department revenues for the period; for 
the 36 years ending with 1935, it represented 13.78 percent, and in the 
years 1935 and 1936 it was 13.42 and 14.58 percent, respectively. In 
addition, license fees charged against long lines’ operations for the 
36 years ending with 1935 amounted to approximately $27,000,000, 

11 For a further description of the history, functions, and policies of long lines, see ch. 12. 

* Source: Prospectus of American Telephone & Telegraph Co.’s 25-year 3 \i percent debentures, dated 
October 15, 1936. 
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or 0.82 percent of total general department revenues, and in 1935 and 
1936 they were 0.70 and 0.76 percent, respectively, thus bringing 
the long Iines , contribution to general department revenues to over 
14# percent of that department's total revenues for the 36 years 
1900 to 1935, inclusive, 14.12 percent for 1935, and 15.34 percent in 
1936. The foregoing percentages give a general indication of the 
relative importance of the American Co.'s long lines department with 
respect to the latter's contribution to the total revenues of the gen- 
eral department. Inasmuch as the remaining general department 
revenues principally consist of dividends, interest, and license fees 
from the associated telephone companies and dividends from Western 
Electric, but do not include the American Co.'s equity in undistrib- 
uted profits of those companies, the foregoing percentages do slightly 
overemphasize the relative importance of the long lines department 
on the basis of its earnings contribution to the Bell System. 

A brief analysis of the operating results of the long lines depart- 
ment, from January 1, 1913, the effective date of the first uniform 
system of accounts, as prescribed by the Interstate Commerce Com- 
mission, to December 31, 1935, follows, with occasional reference to 
data relating to later years. 21 

Sources oj long lines revenues . — The total revenues of the long lines 
department increased from $12,041,349 in 1913 to $99,776,290 in 
1930, then declined to $75,885,031 in 1933. In 1935 the total reve- 
nues had increased to $82,387,072, and in 1937 they were $92,820,777, 
in spite of the $12,000,000 toll-rate reduction obtained by the Federal 
Communications Commission, effective January 15, 1937. During 
the whole period of 25 years, message toll service produced between 
70 and 77 percent of all long lines revenues, with the exception of 
the years 1930-33, inclusive, when message toll revenues were less 
than 70 percent of total revenues, because the decline in message toll 
business was proportionately greater than that of other kinds of long 
lines service. On the other hand, toll private line service, which 
consists principally of private-line telephone, radio transmission, tele- 
graph, and teletypewriter services, supplied between 20 and 26 per- 
cent of the total revenues during the penod 1913-35, inclusive. Other 
miscellaneous services provided the remainder. Table 91 gives the 
annual revenues by major services. 

*1 For purposes of this section, this discussion is limited to the period from January 1, 1913. because the 
figures for the prior years are not on a comparable basis This was corrected in 1913 by the institution of 
the uniform system of accounts for telephone companies by the Interstate Commerce Commission. 
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Table 91 . — Composition of operating revenues of long lines department , years 

1913 to 1936 , inclusive 


Year 

(a) 

Total 

(b) 

Toll service 

Miscellaneous 

Message 

toll 

service 

(e) 

TUI 

private 

line 

service 

(d) 

Other 

toll 

service 1 

(e) 

Total 

(0 

Rent 

(ft) 

Other* 

(b) 

1913 

$12,041,349 

$8, 907, 393 

$2, 774, 266 

$50,133 

$11, 731,792 

$241, 361 

$68,196 

1914 

12, 144, 296 

9, 133, 756 

2,691,030 

53,565 

11,878,351 

199,581 

66.364 

1915 

14,029,918 

10. 784, 116 

2, 893, 948 

33,341 

13,711,405 

24a 094 

78,419 

1916 

17. 444. 529 

13, 073 036 

3. 896, 757 

34,355 

17,004,148 

262,002 

178,379 

1917 

20, 543, 543 

15, 491,881 

4, 300, 753 

56,525 

19,849.159 

491,286 

203.096 

1918 

23, 386, 703 

17,831,723 

4, 076, 850 

49, 293 

22,557,866 

607,278 

221,559 

1919 

31, 708, 692 

24, 294, 895 

0,347,703 

64,538 

30, 707, 136 

765, 721 

235,835 

1920 

38, 417, 770 

29,318,088 

8, 141,733 

51,286 

37,511.107 

675, 318 

231.345 

1921 

38, 335, 982 

28, 437, 404 

8, 822,984 

4,533 

37, 264, 921 

832|847 

238,214 

1922 

43, 715,945 

33, 027, 378 

9, 480, 950 

3,504 

42,511,832 

983,907 

22a 206 

1923 

47, 539, 731 

36, 129,000 

10, 199, 093 

93,586 

46, 422, 879 

945.689 

171,163 

1924 

48, 709, 928 

36,355, 116 

10, 376, 365 

99,687 

46, 831, 168 

1,717,526 

161,234 

1925 

55, 651, 121 

40, 859. 653 

12,334, 965 

122, 488 

53, 317, 106 

2,122,801 

214,214 

1926 

61. 172, 979 

43, 200. 941 

15, 006, 945 

132,924 

58,346,810 

2,732,818 

93,361 

1927 

67,615.517 

46, 678, 035 

17,044,412 

190, 861 

63,913,308 

3,592, 768 

109, 441 

1928 

83. 130, 897 

58. 769, 659 

20, 496, 335 

186, 713 

79, 452, 707 

3,556,258 

121,932 

1929 

97, 635. 359 

68, 703, 270 

24, 599, 610 

194,851 

93. 497, 731 

4,000,812 

13a 816 

1930 

99. 776, 290 

68, 601. 504 

25, 664, 577 

190, 292 

94, 456, 463 

5,226,264 

93.563 

1931 

94, 830, 600 

65. 578, 736 

23, 424, 729 

197, 891 

89. 201, 356 

5,495, 341 

133.903 

1932 

76. 267. 134 

50, 750, 822 

19,991, 187 

221,096 

70, 963, 105 

5,132.384 

171,645 

1933 

75. 885, 031 

52, 708, 154 

18, 122,966 

173, 395 

71,004,515 

4, 728. 319 

152. 197 

1934. 

78. 336. 250 

56, 264, 350 

17, 824. 263 

205, 774 

74, 294, 387 

3; 877, 001 

164,862 

1935 

82, 387, 072 

60, 338, 435 

17, 727, 960 

368,755 

78, 435, 150 

3, 756, 269 

195,653 

Total 

1,22a 709, 636 

875,244,035 

286, 840, 981 

2, 779, 386 

1,164,864,402 

52, 183,645 

3,661.569 


J Includes telegraph tolls 1913 to 191 fi. inclusive. 

* Includes exchange revenues 1913 to 1916, inclusive. 

Source: Exhibit 135, table 5, p. 29. 


The following tabulation summarizes the operating results of the 
period 1913 to 1935, inclusive: 


Item 

Period 1913 to 1935 

Amount 

Percent 

of 

revenue 

Operating revenues: 

Message toll 

$875,244,035 

286,840,981 

2,779,380 

71.70 

23.50 

.23 

Toll, private line 

Other toll 

Total toll service 

1, 164, 864, 402 
55, 845, 234 

95.43 

4.57 

Miscellaneous revenues 

Total operating revenues 

1, 22a 709. 636 

100.00 

Operating expenses: 

Maintenance 

173, 795, 559 
196, 205, 390 
450,290,520 

14.24 

16.07 

36.89 

Depreciation 

Other... 

Total operating expenses 

820,291,469 

67.20 

Net telephone earnings 

400, 418, 167 

32.80 

9.10 

1092 

Return on average gross plant in service 

Return on average net plant in service 
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From 1913 to 1935, inclusive, the total operating revenues of the 
long lines department were $1,220,709,636. Of this amount, $875,- 
244,035, or 71.70 percent, were revenues from message toll business. 
An additional $286,840,981, or 23.50 percent of the total, was from 
toll private-line business. 22 The total operating expenses for this 
period amounted to $820,291,469, or 67.20 percent of the total reve- 
nues. 23 This left net operating earnings of $400,418,167, or 32.80 
percent of the total revenues of the long lines department. 

Rate of Return. 

The net revenue of long lines department from 1913 to 1935, inclu- 
sive, gave a rate of return on average gross plant in service of 9.10 per- 
cent, and on average net plant in service, 10.92 percent. These 
percentages, however, are affected by the severe decline in revenues 
occurring during the years 1931 to 1935, inclusive. Excluding this 
period, the earnings averaged over 15 percent annually on the net 
plant investment. 2 * In appraising these figures, it must be kept in 
mind that no allowance has been made for working capital. To this 
extent, the percentages and other indices of profits are slightly over- 
stated. But the difference that the inclusion of working capital would 
make is very slight, and for purposes of historical comparisons the 
rate of return on gross and net book cost may be taken as indicative 
of long lines results. 

The year-by-year record of long lines’ earnings, as shown in table 
92, indicates that during certain periods, particularly from 1919 to 
1929, the net telephone earnings upon both gross and net book cost 
of plant have been well above the averages for the whole 23-year 
period. In 1920, for example, the return on net book cost of plant 
was 22.29 percent. During the 11-year period 1919 to 1929, the rate 
of return on gross book cost averaged 14.1 percent, and on net book 
cost 17.07 percent. These results are partly attributable to the fact 
that the Bell System obtained an increase of about 20 percent in long- 
distance rates effective January 21, 1919, by order of the Postmaster 
General of the United States, while under Government control, upon 
representation that increased operating costs due to wartime condi- 
tions were endangering service, although ratios of net telephone income 
to gross and net book cost of plant in 1918 were 12.08 and 14.38 per- 
cent, respectively. As a result of the increased rates, the correspond- 
ing rates of income in 1919 were 16.36 and 19.74 percent, respectively. 2 * 

® The toll private-line service consisted principally of private-line toll telephone service ($42,830,954), 
program transmission service ($28,214,357), telegraph service ($161,716,020), and teletypewriter service 
($54,079,650). Miscellaneous revenues consisted principally of rent revenues. These miscellaneous reve- 
nues accounted for $55,845,234, or 4.57 percent of the total operating revenues for long lines from 1913 to 1935, 
inclusive. 

» Expenses consisted of maintenance, $173,795,559, or 14.24 percent; depreciation, $196,205,390, or 16.07 
percent; and other expenses, including traffic, operating rents, taxes, and miscellaneous expenses, $450,- 
290,520 or 36.89 percent. See exhibit 135, schedule 26. 

** These statements are based on net telephone earnings and investment in fixed capital, as shown in 
table 92, without adjustment of the company’s recorded figures other than reclassification of certain minor 
items as detailed in exhibit 135, schedules 23 and 26. Net book cost of lon$ lines plant has been taken as the 
gross book cost of plant in service less the book balances of the depreciation and amortization reserves. 
Average plant figures represent the arithmetic mean of opening and closing yearly balances of telephone 
plant accounts, including general equipment but excluding construction work in progress. 

See exhibit 2096-A, ch. V; also exhibit 2096-B, pp. 62-129. 
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The rate of return on average gross and net book cost of plant for 
the period 1914 to 1935, inclusive, and by the intermediate periods 
indicated, is given below: 


Percent of return on average long lines plant in service 


Period 

Gross book 
cost 

Gross book 
cost Isas 
depreciation 
reserre 

1014-20 

Percent 

14.80 

Percent 

17.* 

1921-26 

16.77 

19. a 

1926-30 

11. 17 

1&.34 

1931-36 

4.96 

iff 

1914-36 

9.07 

10.90 



In 1931 and 1932 there was a serious decline in income as a result 
of adverse business conditions. The rate of return declined even more 
than the net telephone earnings of long lines department, because 
of the continual increase in plant investment. Plant investment has 
increased from $282,000,000 at the end of 1929 to $429,000,000 at the 
end of 1932, whereas net earnings declined from $32,000,000 in 1929 to 
$15,000,000 in 1932; but the trend of income since 1932 has been defi- 
nitely upward, the net earnings being $23,000,000 in 1935. Therefore, 
decreased rate of return on gross and net plant for these depression 
years, as indicated in table 92, must be explained not only in terms of 
reduced earnings but in terms of increased plant investment. With 
increased utilization of plant, more favorable results may be expected. 
This is borne out by the results of operations during 1937. The net 
income in that year was almost $25,000,000, in spite of a reduction of 
rates effective January 15, 1937, aggregating $12,000,000 a year. 

In summary, the factors that have contributed to the unusual earn- 
ings record of the long lines department of the American Co. may be 
enumerated as follows: 

1. Increase in the number of telephone subscribers and telephone stations in 
service which are the sources of originating toll calls on which the long lines de- 
partment depends for its revenues. 

2. Development in the art of long-distance voice transmission and increased 
efficiency in system operation which made possible telephone service on a trans- 
continental basis and permitted the interconnection of all large urban centers. 

3. Intensive national advertising and subscribers' education regarding utiliza- 
tion of long-distance services. 

4. Development of new services, such as teletypewriter, radio program trans- 
mission, transoceanic telephone, and telephotograph service. 

5. Increase of telephone long-distance rates, as of January 21, 1919, during the 
period of wartime Government control, by general order of Postmaster General 
Albert S. Burleson at the insistence of the telephone company officials, at a time 
when the long lines department was already earning a substantial return. 

0. Absence of effective Federal regulation of interstate long-distance telephone 
service until recently. 


Digitized by v^ooQie 






INVESTIGATION OF THE TELEPHONE INDUSTRY 


529 


Chart 13 


PER CENT RETURN ON AVERAGE TELEPHONE PLANT IN SERVICE 

LONG LINES DEPARTMENT 



Table 92 . — Telephone plant and return — long lines department , years 1918 to 1935 \ 

inclusive 


Year 

(a) 

Average tele- 
phone plant 
gross nook 
cost i 

(b) 

Average de- 
preciation 
reserve 

(c) 

Average tele- 
phone plant 
net book 
cost » 

(d) 

Net tele- 
phone earn- 
ings 

(e) 

Percent return 
on— 

Gross 

book 

cost 

(0 

Net 

book 

cost 

(«) 

1913 

$47, 871. 923 

$5, 273, 831 

$42,698,092 

$5. 541, 378 

11.58 

13. 01 

1914 

48. 918, 491 

5, 661, 279 

43, 257, 212 

5, 527, 555 

11.30 

12. 78 

1915 

49. 284, 120 

6, 274. 139 

43, 009,981 

6, 530.916 

13.25 

15. 18 

1916 

50. 353, 759 

7. 069, 148 

43,284,611 

8, 107, 147 

16. 10 

18.73 

1917 

55, 593, 451 

8, 534, 936 

47, 058, 515 

7, 851,210 

14.12 

16.68 

1918 

64,881,258 

10,391,497 

54, 489, 761 

7, 834, 721 

12.08 

14.38 

1919 

73, 769, 305 

12, 638.689 

61. 130,616 

12,068,977 

16.36 

19. 74 

1920... 

81.901,004 

14. 820. 704 

67,080.900 

14,954, 188 

18.26 

22.29 

1921 

91.518,627 

16, 363, 172 

75, 155, 455 

14, 437, 728 

15. 78 

19.21 

1922 

100, 903, 232 

18, 094, 132 

82, 809, 100 

17. 248, 824 

17.00 

20.83 

1923 

111,925, 345 

20, 465, 143 

91, 460, 202 

17, 979, 630 

16.06 

19. 66 

1924 

126. 476, 640 

22, 924, 736 

103,551,904 

18,314, 694 

14.48 

17. 69 

1925 

141,416, 129 

24, 871, 264 

116, 544, 865 

22, 237, 453 

15. 72 

19.08 

1926 

161,485.883 

28,009.842 

133. 476,041 

22, 158, 827 

13. 72 

16.60 

1927. 

188,592, 115 

32, 330, 495 

156,261,620 

22, 664, 376 

12.02 

14.50 

1928 

223, 582, 024 

37, 908, 667 

185, 673, 357 

29, 187,459 

13. 05 

15.72 

1929 

281, 906, 945 

45, 415, 387 

236, 491,558 

32. 339, 490 

11.47 

13. 67 

1930 

357,714,168 

53, 470, 454 

304, 243, 714 

29, 202, 362 

8. 16 

9.60 

1931. 

409, 347, 333 

60, 643. 380 

348, 703, 953 

26, 501, 240 

6. 47 

7.60 

1932 

429, 330, 471 

63, 679, 308 

365, 651, 163 

15, 037, 550 

3.50 

4.11 

1933 

435,951,820 

69, 743, 559 

366, 208, 261 

20, 191,664 

4.63 

5.51 

1934 

435,713, 826 

81,339,174 

354, 374, 652 

21,476,758 

4. 93 

6. 06 

1935 

433, 340, 470 

90, 612, 354 

342, 728,116 

23, 024, 020 

5. 31 

6. 72 

Total 

4, 401, 778, 939 

736, 535, 290 

3, 665, 243, 649 

400, 418, 167 

9. 10 

10. 92 


i Excluding construction work in progress. 
Source: Exhibit 135, p. 14. 
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SECTION 4. PROFITS OF THE ASSOCIATED BELL 
TELEPHONE COMPANIES 

The associated companies of the Bell System are today carrying on 
the major part of the telephone business of the United States. Al- 
though in the period 1894-1907, independent telephone companies 
constituted a serious threat to the dominance of the Bell System, 
after the accession of T. N. Vail to the presidency of American Tele- 
phone & Telegraph Co., a systematic policy of acquisition and expan- 
sion was instituted, and the Bell System 90on emei^ed as the dominant 
factor in telephone communication. It has remained in that position 
unchallenged in the past three decades. 2 ® A major part of more than 
$1,000,000,000 of total annual telephone revenues in the United States 
today goes to the Bell System. Since 1922, total telephone-operating 
revenues of the associated companies alone have been more than 
$500,000,000 a year. In 1930, thev had total telephone-operating 
revenues of some $1,019,000,000. t)uring the depression the total 
operating revenues declined to $821,000,000 in 1933; since that time 
there has been a gradual recovery. For 1936 they were $930,000,000 
and in 1937 they aggregated $989,000,000 or only $30,000,000 less 
than in 1930. Tbe American Telephone & Telegraph Co. is the owner 
of over 90 percent of the capital stock of the associated companies and, 
as such, it is the principal recipient of the net income resulting from 
their telephone business. 

Total Revenues. 

A summary of associated companies' telephone-operating revenues, 
expenses, interest payments, dividend payments, and surplus accumu- 
lations, from 1900 to 1935, inclusive, shows that during the 36-year 
period total telephone-operating revenues amounted to $15,285,654,376, 
and total telephone expenses to $12,345,314,313, leaving net telephone 
earnings of $2,940,340,063. After giving effect to various operating 
and nonoperating additions and deductions, the net income for the 
period was $2,315,526,562. During these years, interest payments 
amounted to $836,256,801, and total dividend payments to $2,070,- 
280,788, leaving an earned surplus at the end of the period of 
$245,245,774. There were certain surplus adjustments throughout 
the period, so that the actual amount of combined surplus shown on 
the books at the end of 1935 was $152,092,982. The condensed 
income statements of associated Bell Telephone companies for the 36 
years ended December 31, 1935, are summarized below: 

Particulars and amount 


Telephone-operating revenues $15, 285, 654, 376 

Telephone-operating expenses 12, 345, 314, 313 

Net telephone earnings 2, 940, 340, 063 

Miscellaneous income (net) 211, 443, 300 

Total net earnings 3, 151, 783, 363 

Interest deductions 836, 256, 801 

Net income 2, 315, 526, 562 

Deduct dividends paid 2, 070, 280, 788 

Balance to surplus 245, 245, 774 

8ource: Exhibit 1364, schedule B-l. 


*• See eh. 6. 
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It was mentioned before that the associated Bell Telephone com- 
panies constituted the most important source of income for the general 
department of the American Telephone & Telegraph Co. Of the 
total dividends of $2,070,000,000, paid by the associated Bell Tele- 
phone companies, from 1900 to 1935, inclusive, approximately 
$1,743,000,000, or 84 percent, was received by American Telephone 
& Telegraph Co. on its investment in the stocks of those companies. 
In addition to these dividends, the American Co. also received other 
revenues from the associated telephone companies during the 36 years, 
as follows: 

Particulars and approximate amounts 

License fees $446, 000, 000 

Interest. 252,000,000 

Total 698,000,000 

In short, from 1900 to the end of 1935, American Telephone & Tele- 
graph Co. received in dividends, license fees, and interest a total of 
$2,441,000,000 from the associated companies. This was 74.87 per- 
cent of the total general-department revenues of $3,260,000,000. 27 

The conditions under which license fees w r ere received by the 
American Co. were discussed in chapter 6. The interest revenues 
represent principally interest received on advances made to the asso- 
ciated companies. Dividends received upon common-stock invest- 
ment in associated companies comprised the larger part of revenues 
from associated companies. 

Return on American Telephone & Telegraph Co. Investment. 

The American Co. has used most of its resources in acquiring 
common-stock investments in associated companies. At December 
31, 1935, such investment had a recorded value of $1,959,000,000 on 
the books of the American Co. This investment lias yielded a steady 
return, comparatively free from risk, as show r n by the rate of return 
of dividends received from associated companies from 1922 to 1935, 
inclusive, on average recorded investment (table 93). The lowest 
rate of return on average recorded investment in this 14-year period 
was 5.65 percent in 1934, and the highest w r as 7.58 percent in 1926. 
The average for the whole period was 6.85 percent. The compara- 
tive stability of the rate of return of dividends on the American Co.’s 
investment in associated companies’ stocks is due, of course, to the 
control the management has over the payment of dividends by sub- 
sidiaries. The rates of return calculated on the basis of the American 
Co.’s equity in the net annual income of the associated companies 
vary considerably, as compared wuth those based on dividends, as 
shown in table 93, for the reason that net income varies more from 
year to year than dividends. 28 

** See supra, table 78, p. 407. 

** The level and comparative stability of associated-company dividends are shown in table 04, p. 533. 
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Tablb 93 . — Average recorded investment of American Telephone A Telegraph Co . 
in common stock of Associated Bell Telephone companies and percentage relation 
of dividends received and of equity in net income of those companies to average 
recorded investment , years 1922 to 1935, inclusive 


Year 

(a) 

Average 
recorded 
investment in 
common stock 

(b) 

Dividends received 

Equity in net income of 
associated companies 

Amount 

(c) 

Percent 
of aver- 
age 

recorded 

invest- 

ment 

(d) 

Amount 

te) 

Percent 
of aver- 
age 

recorded 

invest- 

ment 

(0 

1922 

$586, 480, 730 

$36. 878, 846 

6.29 

$48, 226, 406 

8.22 

1923 - 

653,011,400 

43, H33, 155 

8.71 

52.976,892 

8.11 

1924 

761,085,105 

52,431,041 

6.88 

57, 375, 522 

7.53 

1925 

887. 726,919 

63, 2S2, 773 

7. 13 

79. 705, 079 

8.98 

1926 

1,027,713, 805 

77, 362, 409 

7. S3 

100,451,838 

9. 77 

1927 

1, 189, 133,083 

85, 820, 372 

7.22 

107,013,066 

9.00 

1923 

1,351,691,399 

101.248. 755 

7. 49 

131,230, 547 

9. 71 

1929 

1, 472, 489, S09 

109, 359, 490 

7. 43 

141,653, 705 

9.62 

1930 

1,611,819,711 

118,593,979 

7.36 

135, 757,007 

8.42 

1931 

1,794, 625, 507 

134, 200,290 

7.48 

142, 710, 845 

7. 95 

1932 

1,884,768, 159 

132,010.601 

7.00 

109, 800, 768 

5.83 

1933 

1,911,232, 758 

122,656,969 

6. 42 

99. Ml. 329 

5.21 

1934 

1, 945, 348. 996 

110,061.390 

5.65 

107,472, 023 

5.52 

1935 

1,957, 798,717 

116, 029,842 

5. 93 

120, 568. 917 

6. 16 

Annual average 

1,359, 751,866 

93, 162, 137 

6.85 

102, 463, 067 

7.54 


Source* Exhibit 1359, table 67. p. 200 


Digitized by Google 


Table 94. — Annual rate* of dividend s paid by Associated Belt Telephone companies on $100 par value of common stock , years 1984 to 1984% 

inclusive 


INVESTIGATION OF THE TELEPHONE INDUSTRY 


533 


i 

s 

gf??£«O^DOO 00 OkS^Ok tD Ool^Ok oo to 00 OO 00 

t 

s 

^ « < 0 00 !o 00 00 Soo Ot IO to o» t - 00 <D 00 <D Ok 00 to 

i 

IS 

• if 

^totooo^tooooor-ooeoto^ok^MO • 

to ^*00 00 to 

i 

i S 

to to oo leh* oo oo oo «-• to 

if 

Okco«otoeo'Cooooto 

8 s 

j- 

Ok ^oo to oo i^oo oo to 

§ s 

if if if 

^ oo oo oo ao ao oo oo oo <m oo o> c« oo oo oo oo oo oo t« 

§ 

3 

^QOOOOOOOOOQOOOQOOOxroOtOOk^OOOOOOOOOOOOt^ 

5 

i 

s 

jjj 00 00 00 00 00 00 00 00 00 **00 to Ok *0 00 00 00 00 00 00 r» 

1 

3 

Pet. 

8 

8 

8 

8 

90 i 00 00 00 tO 00 t"- Ok 00 OO 00 oo oo ao 00 

1088 

(0 

Pet. 

8 

8 

8 

8 

90 ! oo oo t- to oo r>- Ok oo oo oo oo oo oo oo r>- 

1 $ 

^00 00 CO ; 

: if 

90 < 00 00 tO tO 00 to Ok 00 tO 00 00 00 00 00 t*- 

I § 

^ ao 00 00 • 

! if 

90 ! 00 00 to to 00 to 00 00 "T 00 00 00 oo t- r«- 

1025 

Co) 

to oo oo ' 

£ 

oo I oo co to to oo to ao oo 'ao 

8 

8 

8 

7 

6 

1 s 

OO OO 00 

i ^ ; 

30 i 00 SO CO 00 CO 00 00 > GO 

1 • 

1 « 

00 00 00 t» 


Company 

(a) 

New England Telephone & Telegraph Co 

The Southern New England Telephone Co 

New York Telephone Co 

New Jersey Bell Telephone Co.* 

i ue ueu imepnone to. oi rennsyivama 

The Diamond 8tate Telephone Co.* 

The Chesapeake & Potomac Telephone Co 

The Chesapeake & Potomac Telephone Co. of Baltimore City 

The Chesapeake <fc Potomac Telephone Co. of Virginia 

The Chesapeake & Potomac Telephone Co. of West Virginia 

Southern Bell Telephone & Telegraph Co. 

The Ohio Bell Telenhone Co 

The Cincinnati & Suburban Bell Telephone Co 

Michigan Bell Telephone Co 

Indiana Bell Telephone Co 

Wisconsin Telephone Co 

Illinois Bell Telephone Co 

Northwestern Bell Telephone Co 

Southwestern Bell Telephone Co 

The Mountain States TeleDhone <fe Telagranh Co 

The Pacific Telephone & Telegraph Co.~ 


1 
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The lowest rate of return on the American Co.’s investment on 
the basis of equity in associated companies’ net income was 5.21 
percent in 1933; the highest rate, 9.77 percent in 1926. The average 
rate of return was 7.54 percent for the period 1922 to 1935, inclusive, 
in contrast with 6.85 percent when calculated on the basis of dividends. 
During the prosperous years 1922 through 1930, the rate earned on 
associated company common-stock investment was consistently over 
8 or 9 percent, except in 1924, when it was 7.53 percent. 

Associated Company Earnings on Investments. 

The associated companies have made annual profits on paid-in 
capital that are higher than those indicated when calculated upon 
the basis of the American Co.’s investment. The reason for this, of 
course, is that during certain years the American Co. paid higher 
prices for some of the shares, when acquiring them from outsiders, 
than the paid-in capital per share. No calculation has been made 
for a series of years to indicate the earnings of associated companies 
on paid-in capital. However, a close approximation of the earnings 
on the amount of capital paid in by the stockholders is presented m 
the following analyses for the 2 years 1926 and 1935, respectively. 

The rate of return of net telephone earnings on average gross book 
cost of plant in 1926, as shown in table 95, page 537, was 6.15 per- 
cent, and on average net book cost of plant, 7.75 percent. The as- 
sociated companies have income from other sources as well as tele- 
phone operations, and they employ assets other than telephone plant. 
Therefore, in the following tabulation, the total net earnings before 
interest deductions are first related to average total assets, including 
gross book cost of telephone plant and equipment designated as 
average gross investment. Taking this as a starting point, the fol- 
lowing analysis for 1926 shows the extent of leverage present in the 
cheaper ways of financing which have increased the rate of return 
on common stock by 75 percent over the rate of return on total 
investment of associated companies: 


Particulars 


Total for year 1926 

Deduct: Average amount financed with funds obtained from 
sources other than from sales of capital stock, represented by: 

Funded debt 

Advances from American Co., other notes payable and capital 

stock installments 

Other payables and miscellaneous reserves 

Depreciation and amortisation reserves 

Surplus 

Total 

Balance financed through sales of capital stock 

Deduct: Average preferred stock outstanding 

Balance relating to average par value of common stock out- 
standing 


1 All averages represent sum of opening and closing balances for the year divided by 2. 


Average gross Earnings on in vest- 

in vestment and ment 

segregation by 

sources of 

financing 1 Amount Percent 


$2,745,865,003 $159,469,155 5.81 


521,361,248 27,649,367 5.30 

226,496,695 10,960,266 4.84 

129,601,232 

504,586,991 

105,813,290 

1,487,04 1,456 38,609,633 2.50 

1,257, 913, M7 120, 850, 522 OM 

187, 263, 297 12, 103, 216 6. 46 


1,070,680,250 106,756,306 10. 16 
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Upon the average gross investment of $2,745,855,003 the associated 
companies earned 5.81 percent in 1926. About a fifth of this invest- 
ment was financed by funded debt, at an average cost of 5.30 percent. 
An additional 8 percent was financed through advances, notes, etc., 
at an average rate of 4.84 percent. Taking these two sources of 
capital together, amounting in the aggregate to $747,849,943, the 
average rate was 5.16 percent, as compared with a return of 5.81 
percent on total investment. In addition, there were large average 
amounts of funds available from sources represented by payables and 
miscellaneous reserves, $129,691,232, depreciation and amortization 
reserves, $504,586,991, and surplus, $105,813,290, or a total of $740,- 
091,513, which did not require the issuance of additional stock or 
interest-bearing obligations. On this amount, which was equal to 
approximately 27 percent of total average investment, there were no 
interest or dividend charges, but the associated companies had a 
return of 5.81 percent on an equivalent amount of gross assets. The 
result, of course, was that upon the total resources represented by 
funded debt, notes, payables, reserves, and surplus, amounting to 
$1,487,941,456, the average cost was only 2.59 percent, as compared 
with 5.81 percent return on total average investment. The result of 
this leverage was that on the $1,257,913,547 representing the balance 
financed by capital stock, the return was 9.61 percent. Allowing for 
average preferred stock of $187,263,297, on which the dividends were 
paid at the average rate of 6.46 percent, the income on the average 
par value of the common stock was 10.16 percent. As a result, the 
American Co. was able to earn 9.77 percent on its investment in 
common stock of the associated Telephone companies and 7.58 percent 
on the basis of dividends received out of that income in 1926. (See 
table 93.) 

A similar tabulation for 1935 shows that the leverage provided by 
the funds available from internal sources, represented by depreciation 
and amortization reserves, surplus, non-interest-bearing payables and 
miscellaneous reserves, was equally effective in years when the earn- 
ings on total investment were fairly low. This tabulation, presented 
on the following page, shows that from a return of 4.23 percent on 
average gross investment, the balance of earnings applicable to paid-in 
capital yielded 6.33 percent, and on the basis of par value, 6.36 per- 
cent, due principally to the presence of $923,730,950 of depreciation 
and amortization reserves which reflected a like amount of funds pro- 
vided from operations and available for investment in assets. As a 
result of this leverage, the American Co. received in 1935 a return on 
its investment in common stock of associated companies of 6.16 
percent^ considering equity in net income, and 5.93 percent, consider- 
ing dividends actually received; whereas the rate of net telephone 
earnings on average gross book cost of plant in 1935 was 4.51 percent, 
and on total average investment, 4.23 percent. 


155210—39 36 
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Particulars 

Average gross 
investment 
and segrega- 
tion by sources 
of financing 

Earnings cn investment 

Amount 

Percent 

Totals for year 1936 

$4, 158,978, 339 

$175, 762, 706 

4.23 

Deduct average amount financed with funds obtained from 
sources other than from sales of capital stock, represented by: 
Funded debt 

493,929,360 

251,756,954 
136, 611, #53 
923, 730, 950 
154, 904. 337 

24. 208. 779 

12, 396, 750 

4.90 

4.92 

Advances from American Co., pension fund notes, and other 
notes payable 

Other payables and miscellaneous reserves 

Depreciation and amortization reserves 



Surplus 



Total 



1,960, 933, 454 

36, 605, 529 

1.87 

Balance financed through sales of capital stock 

2. 198, 044, 885 
162,033,300 

139, 157, 179 
10, 270, 827 

6.33 

6.34 

Deduct average preferred stock outstanding 

Balance 

2.036,011,585 
10, 733, 485 

128,886, 352 

6.33 

Deduct premium on capital stock 

Balance relating to average par value of common stock 
outstanding... 



2,025,278,100 

128, 886, 352 

6.36 



Associated Company Earnings on Plant 

From the point of view of effectiveness of regulation, the more 
significant data, of course, are the rates of return indicated by net 
telephone earnings on average net book cost of plant. 29 These data 
for all associated companies are presented in table 95 for 1913 to 
1936, inclusive. This tabulation indicates that the lowest rate of 
return on net book cost was realized in 1920, when the ratio was 4.83 
percent. The next lowest point was reached in 1933, when the rate 
of return on average net book cost was 5.25 percent. The highest 
level was reached in 1929, when the rate was 7.91 percent. The 
average for the whole period 1913 to 1936, inclusive, was 6.64 percent. 
The average for the years 1923-31, generally years of prosperity, 
was 7.32 percent. 

» The percentages in this section are on gross and net book cost of plant. To obtain a more accurate plo» 
ture from a regulatory point of view, an allowance, of course, should: be made for working capital. To the 
extent that the influence of such Inclusion would Increase the base to something larger than plant figures, 
the percentages in this section are slightly overstated. 
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1 Averages are based upon annual opening and closing balances; and gross and net plant include all intangible capital accounts, exclude construction work in progress, and lnokidt 
no allowances for working capital. 

Source: Exhibit 1304, schedules A-2, A-4, A-15, and B-l, and Bell Telephone System monthly reports Nos. 1 and 2, for December 1980. 
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Rates oj earnings by companies . — The rate of return on average net 
book cost of plant of individual associated companies showed a con- 
siderable variation as compared with the average for all companies 
and also as compared with each other. 30 The most prosperous results 
were achieved by the Cincinnati & Suburban Bell Telephone Co. in 
which the American Co. has only a 29-percent interest. The lowest 
rate of return during the 14-vear period 1924-37 reached by the 
Cincinnati & Suburban Bell Telephone Co. was 6.87 percent in 1934, 
and the highest, 11.43 percent in 1928. The Southwestern Bell 
Telephone Co. and the Northwestern Bell Telephone Co., both 100 
percent subsidiaries of the American Co., also have very profitable 
records in the years 1924 to 1937. At the lowest point, the former 
had a return on average net book cost of plant of 5.48 percent in 1933. 
In 1925 it showed a return of 10.16 percent. In 8 years out of 14, the 
Southwestern Co. had a return of more than 8 percent on net book 
cost of plant. 31 The Northwestern Bell Telephone Co. reached the 
lowest rate of return in 1934, with 5.46 percent. The average, 
however, was well above this figure, as in 5 years out of 14 its rate of 
return was between 9 and 10 percent. The Diamond State Telephone 
Co., which operates in the State of Delaware where there is no regula- 
tory commission having jurisdiction over telephone companies, had a 
consistent record of return above 6 percent on net book cost of plant 
in all 14 years. In 8 of these, its rate of return was above 7 percent. 
Its lowest return on net plant was 6.25 percent in 1935, and its highest 
rate was 10.40 percent in 1926. Again, the Chesapeake & Potomac 
Telephone Co. of Baltimore City has had a rate of return on net plant 
of between 6 and 7 percent in 2 years out of 14, and over 7 percent in 
1 1 other years. During the depression of 1930-35, the lowest rate was 
6.22 percent. In 1936 the return on net plant had reached 8.27 
percent. 

» See table 86, p. 539. 

»> See table 97, p. 540. 
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Table 96. — Rale of return earned on average net book cost 1 of telephone plant and equipment of Associated BeU Telephone companies> by companies , 

years 1924 to 1937 , inclusive 
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Table 97. — Number of years Associated Bell Telephone companies earned specified 
rates of return at !• percent intervals , by companies , 1924 to 1986 , inclusive 


Item 

Company 

I 

2-3 

per- 

cent 

3-4 

per- 

cent 

4-6 

per- 

cent 

5-6 

per- 

cent 

i 

6-7 

per- 

cent 

7-8 

per- 

cent 

8-9 

per- 

cent 

9-10 

per- 

cent 

10-11 

per- 

cent 

11-12 

per- 

cent 


(a) 

(b) 

(0 

(« 

(e) 

(0 

(g) 

(h) 

CD 

0) 

00 

1 

New England Telephone & Tele- 
graph Co 



1 

4 

2 

6 





2 

The Southern New England 
Telephone Co 



4 

1 

3 

4 

1 



3 

New York Telephone Co 





2 

4 

7 





4 

New Jersey Bell Telephone Co.. 



3 

2 

3 

3 

1 




5 

The Bell Telephone Co. of Penn- 
sylvania 


2 

2 

5 

3 

1 




6 

The Diamond 8tate Telephone 

Co 





5 

3 

1 

3 

1 


7 

The Chesapeake A Potomac 
Telephone Co 



1 



7 

1 

4 



8 

The Chesapeake A Potomac 
Telephone Co. of Baltimore 

City... _. 



1 


2 

6 

5 




9 

The Chesapeake A Potomac 
Telephone Co. of Virginia 




1 

4 

4 

4 




10 

The Chesapeake A Potomac 
Telephone Co. of West Vir- 
ginia 

2 

2 

3 

5 

1 






11 

Southern Bell Telephone A 
Telegraph Co 




3 

4 

4 


2 



12 

Cumberland Telephone A Tele- 
graph Co., Inc. 1 





1 

2 





13 

The Ohio Bell Telephone Co 



2 

4 

2 

5 





14 

The Cincinnati A Suburban Boll 
Telephone Co. 





1 

2 

5 

1 

3 

1 

15 

Michigan Bell Telephone Co 

Indiana Bell Telephone Co 

2 

1 

2 

1 

2 

4 


16 



3 

3 

1 

3 

3 




17 

Wisconsin Telephone Co 

3 

1 

2 

1 

5 



18 

Illinois Bell Telephone Co. 



2 

4 

j* 

4 




19 

Northwestern Bell Telephone 

Co 




2 

3 

1 

2 

6 



20 

Southwestern Bell Telephone 

Co 




2 

3 

5 

1 

I 

2 


21 

The Mountain States Telephone 
A Telegraph Co 



2 

3 

1 

1 

5 



22 

The Pacific Telephone A Tele- 
graph Co . ... 




3 

4 

4 

2 




23 

Southern California Telephone 
Co.* 



1 

2 

3 

4 

2 




24 

Bell Telephone Co. of Nevada *.. 
The Home Telephone A Tele- 
graph Co. of Spokane * 

6 

1 

2 

1 



2 



25 

1 

2 

4 

1 

2 


1 



1 







1 1 


1 6 months on annual basis, merged with Southern Bell Telephone & Telegraph Co. on June 30, 1926. 

* Recorded a deficit in 1924. 

1 Recorded a return of 1.04 percent in 1930. 

• 11 months on annual basis, merged with the Pacific Telephone & Telegraph Co. on Nov. 30, 1935. 
8ource: Table 96, p. 539. 


Generally, the rate of return on net plant has been lower during the 
worst years of the depression, 1931-34, than during other years. 
In 1933, for instance, there were six companies which had a compara- 
tively low rate of return on net book cost of plant. The six companies 
with the lowest rate of return were as follows: 

Percent 


Bell Telephone Co. of Nevada 2. 08 

The Home Telephone A Telegraph Co. of Spokane 2. 64 

The Chesapeake A Potomac Telephone Co. of West Virginia 2. 83 

Michigan Pell Telephone Co 2. 86 

Wisconsin Telephone Co 2. 95 

The Mountain States Telephone A Telegraph Co 4. 11 


The six companies with the highest rates of return on net book cost 
of plant in 1933 were as follows: 
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Percent 


The Chesapeake A Potomac Telephone Co. (Washington, D. C.) 7. 59 

The Cincinnati A Suburban Bell Telephone Co 7. 43 

The Diamond State Telephone Co 6.62 

The Chesapeake A Potomac Telephone Co. of Baltimore City... 6. 22 

Northwestern Bell Telephone Co 6. 22 

The Chesapeake A Potomac Telephone Co. of Virginia 6. 20 


The difference between the performance in the depression year of 
1933 and a year of prosperity, for instance 1928, is quite pronounced. 
In the latter year there were no associated companies showing a 
return on net book cost of plant of less than 5 percent. The six com- 
panies showing the lowest rate of return in 1928 were the following: 

Percent 


The Chesapeake A Potomac Telephone Co. of West Virginia 5. 79 

Bell Telephone Co. of Nevada. 5. 92 

The Home Telephone A Telegraph Co. of Spokane 6. 08 

Michigan Bell Telephone Co 6. 58 

The Ohio Bell Telephone Co. 7. 09' 

The Pacific Telephone A Telegraph Co 7. 28 


The performance of the six companies receiving the lowest rate of 
return m 1928 was almost as good as the performance of the six most 
profitable companies in 1933. And, of course, the showing made by 
the six most successful companies in 1928 was far above the best 
performance of 1933, as shown below: 

Percent 


The Cincinnati A Suburban Bell Telephone Co__ 11. 43 

Wisconsin Telephone Co 9. 90 

Northwestern Bell Telephone Co 9. 86 

The Southern New England Telephone Co. 9. 02 

Indiana Bell Telephone Co — — 8. 99’ 

The Diamond State Telephone Co 8. 80 


The contrast between the experience of a good year and that of a 
bad year is equally clearly presented by the rates of return on average 
net book cost of all associated companies combined. In 1928, the 
overall rate was 7.88 percent; in 1933, 5.25 percent. 

Effect of plant expansion on rate of return during depression . — The 
difference in the rate of return between 1928 and 1933 is not due 
wholly to a large decline in net telephone earnings. The net income 
in 1933 was nearly $28,000,000 less than in 1928. This reduction in 
net earnings would, of course, result in a lower rate of return in 1933 
than in 1928, but it does not fully explain the decline of 2.63 percent 
in the return on net book cost of plant. 32 Another important reason 
is the expansion in plant, both gross and net, from 1928 to 1933. In 
the former year, average gross book cost of plant was $2,936,589,380, 
and in 1933, it was $3,780,004,080, an increase of some $843,000,000; 
and averge net book cost of plant in 1928 was $2,349,368,584, and in 
1933, $2,994,444,954, an increase of some $645,000,000. Under 
these circumstances, even if the net telephone earnings were the same 
in the 2 years, the rate of return for 1933 would show a decline. 

The influence of plant expansion on rate of return is made quite clear 
if we compare 1927 with 1933, 2 years with approximately the same 
average number of stations in service, nearly equal gross and net 
telephone revenues, but considerably different plant investment. 
For convenience of comparison, relevant facts with respect to these 
2 years are presented in table 98. The answer is partly in the fact 


*> On net book cost of plant in 1928 of $2,350,000,000, a reduction of $28,000,000 in net revenue would mean- 
only a decline of 1.19 percent in rate of return. 
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that even with the same operating results as in 1927, in 1933 the rate 
of return of net earnings upon plant, whether calculated on gross or 
net book cost of plant, showed a considerable fall, because of the exist- 
ence of much larger plant investment in 1933. 


Table 98 . — Comparison of average gross and net plant and telephone revenues , 
number of stations^ investment per station, and rate of return of Associated BeU 
Telephone companies , years 1927 and 1933 


Item 

Particulars 

(a) 

1 

1933 

(b) 

1927 

(c) 

Increase (or 
decrease) 1933 
over 1927 

(d) 

1 

Average gross book cost of plant 

$3, 780, 004.060 

$2,702,899,826 

$1,077, 104.254 

2 

Average depreciation and amortization reserve... 

785,569,126 

545,082,272 

240,476,854 

3 

Average net book cost of plant (item 1— item 2).. 

2, 994,444,954 

2,157,817,564 

836.627,400 

4 

Telephone operating revenues 

821,101,170 

834,781.887 

(13,680, 717) 

5 

Telephone operating expenses 

663, 981, 335 

673, 846. 801 

(9,865, 466) 

6 

Net telephone earnings (item 4-item 5) 

157,119.835 

160.935,066 

(8,815.261) 

7 

Average company stations 

13.216.995 

13. 265, 697 

(48, 702) 

8 

Average gross plant per average station (item 1-*- 





item 7)... 

$286 

$204 

$82 

9 

Average net plant per average station (item 3+ 





item 7) 

$227 

$163 

$64 

10 

Percent of net telephone earnings on average gross 





book cost of plant 

4.16 

6.95 

(L 79) 

11 

Percent of net telephone earnings on average net 





book cost of plant 

5.25 

7.46 

(2. 21) 


Source: Exhibit 1364, schedules A, B. and C-12. 
Figures in parentheses denote decrease. 


Briefly, the comparison between 1927 and 1933 shows that there 
were approximately the same average number of stations in service, 
namely, 13,265,697 in 1927 and 13,216,995 in 1933. Furthermore, 
net telephone earnings were $160,935,086 and $157,119,835, respec- 
tively, a difference of only about $3,800,000. Yet the rates of return 
on gross book cost of plant were 5.95 in 1927, and only 4.16 in 1933; 
and on net book cost of plant, the rates were 7.46 and 5.25 percent, 
respectively. This was clearly due to the increases in both gross and 
net book cost of plant for those 2 years: In the former case, the plant 
figures expanded from $2,702,899,826 in 1927 to $3,780,004,080 in 
1933, a difference of some $1,077,000,000; and on the latter basis, the 
increase was from $2,157,817,554 in 1927 to $2,994,444,954 in 1933, 
or an increase of some $837,000,000. The effect of this is reflected 
in the investment per average telephone station in operation in the 
2 years; in 1927, the average gross plant per average company station 
was $204; in 1933, it was $286. Again, the average net book cost of 
plant per average company station was $163 in 1927, and $227 in 
1933. It is self-evident, therefore, that with approximately the same 
net telephone revenues 33 the rate of return should show such a radical 
decrease in 1933 as compared with 1927. It must not be taken to 
imply that these average conditions prevailed in each of the associated 
companies. Indeed, there were some companies in the system even 
in 1933 which, in spite of the expanded plant, were able to show eam- 

M Other indexes also attest to the similarity of operating conditions between the two dates. Total reve- 
nues per average company station were $62.93 in 1927, and $62.12 in 1933; local service revenues were $45.67 
in 1927, and $46.70 in 1933; total expenses per average company station were $50.80 in 1927, and $SOJH in 
1933: and net telephone earnings per average company station were $12.13 in 1927, and $11.89 in 1933. See 
exhibit 1364. 
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ings of more than 6 or 7 percent on net plant investment. 34 The 
different experience of the various associated companies is apparent 
in table 96. 

Recent revival from depression . — Service and traffic conditions have 
improved materially since the low point of the depression in 1933. 
For instance, there were at least 10 associated companies which made 
over 7 percent return on net book cost of plant in 1936. These 
companies were the following: 

Percent 


The Chesapeake & Potomac Telephone Co. of Baltimore City 8 . 27 

Southwestern Bell Telephone Co 8 . 15 

The Cincinnati A Suburban Bell Telephone Co 8 . 05 

The Chesapeake A Potomac Telephone Co. of Virginia 8 . 04 

Southern California Telephone Co 7. 91 

The Chesapeake A Potomac Telephone Co. (Washington, D. C.) 7. 74 

The Ohio Bell Telephone Co 7. 45 

New York Telephone Co 7. 30 

Michigan Bell Telephone Co 7. 22 

Indiana Bell Telephone Co 7. 21 


Several large reductions in rates were effected during the first half 
of 1936. At the instance of the New York Public Service Commission, 
the New York Telephone Co. introduced rate changes effective in 
January and August of that year, which w r ere estimated to result in 
reductions of exchange and toll rates of $4,392,000 a year. Another 
large reduction of $3,205,000 a year w r as brought about by the Cali- 
fornia Railroad Commission effective June 1, 1936. In addition, 
substantial rate decreases were obtained in the first 6 months of 1936 
in various States, with estimated annual effects as follows: 


Alabama $268,000 

Connecticut 105,000 

Illinois 290, 100 

Maryland 540,000 

Missouri 171,615 

North Carolina 276,000 

Pennsylvania 243, 100 


The total estimated annual effect of rate reductions obtained 
during the first half of 1936 amounted to $10,669,510, according to 
responses of associated Bell Telephone companies to a questionnaire 
of the Federal Communications Commission dated June 30, 1936. 
The results of 1936 operations of the companies showing the largest 
rates of return on net book cost of plant are summarized on this 
page. As the reductions here enumerated took effect sometime in 
the first 6 months of 1936, the rates of return for 1936 are to some 
extent after the event, and as such w r ould tend to indicate that im- 
provement in the demand for telephone service has somewhat com- 
pensated for the reduction of rates. There were, of course, other 
factors at work which make it difficult to isolate definite cause and 
effect. Stimulation of demand as a result of the reductions, improve- 
ment in general business conditions, and economies in operation may 
all affect the final results in varying degrees. On the negative side, 
there are other factors which may retard or counteract the effects 
of those positive forces toward improved results. Increased taxes, 
deferred maintenance, and deferred salary increases are negative 
forces to be considered. Space does not permit here to analyze these 
many elements and their effects upon telephone rates and earnings. 

x For a list of the six associated companies which showed the highest rates of return on net book cost of 
plant, see supra, p. Ml. 
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The service conditions of the associated companies improved greatly 
during 1937, in spite of the business recession during the latter part 
of the year, and by December the number of stations in service sur- 
passed the peak of 1930. As a result, only five associated companies 
showed a rate of return on net plant investment of less than 6 percent, 
and only one, Bell Telephone Co. of Nevada, below 5 percent. There 
were nine companies which showed improvements in 1937 over 1936. 
There were 10 companies with rates of return on net book cost of 
plant at 7 percent or more; they were the following: 35 

Percent 


The Cincinnati A Suburban Bell Telephone Co & 64 

Southwestern Bell Telephone Co 7. 82 

Southern California Telephone Co 7. 67 

The Chesapeake A Potomac Telephone Co. of Virginia 7. 43 

Michigan Bell Telephone Co 7. 36 

The Chesapeake A Potomac Telephone Co. of Baltimore City 7. 32 

New York Telephone Co 7. 06 

Southern Bell Telephone A Telegraph Co 7. 04 

The Chesapeake A Potomac Telephone Co. (Washington, D. C.) 7. 01 

Illinois Bell Telephone Co 7. 00 


In the foregoing discussion on profits of the respective operating 
divisions of the Bell Telephone System, the net operating earnings 
have been related primarily to the net book cost of telephone plant 
and equipment, as an indication of the rate of return earned. No 
allowance for working capital has been included in the averages of 
net book cost of plant and equipment; however, the inclusion of a 
proper allowance for this item w'ould not materially affect the results 
indicated. The American Co. has stated that the net book cost of 
telephone plant and equipment in service is not a proper base for the 
measurement of profits, since it does not represent the fair value of 
the property. The net book cost of telephone plant and equipment 
represents the net investment of the companies in this class of assets, 
as reflected in their books of account, and the relationship thereto 
of the net operating earnings, has considerable significance as an 
indication of the rate of return earned by the company or companies 
involved. 

SECTION 5. EARNINGS OF WESTERN ELECTRIC CO., INC. 

The major part of Western Electric revenues come from sales of 
apparatus and equipment and furnishing of supplies to Bell Telephone 
companies. Since the formation of Western Electric Co. of Illinois in 
1881, to the end of 1936, approximately 63 percent of total sales 
related to apparatus and equipment of Western manufacture, and 
for the 7-year period 1930 to 1936, inclusive, the sale of apparatus 
and equipment of Western manufacture constituted approximately 
73 percent. The balance of total sales for the respective periods 
related to equipment and supplies obtained from other sources. 
Since 1916 over 80 percent of the sales of Western have been made 
to Bell companies, and since 1924 over 90 percent have been sold to 
affiliated concerns. Indeed, prior to 1908, the Western Electric Co. 
was not permitted, according to the provisions of the contract of 1882 
with the American Bell Telephone Co., to sell equipment covered 
by Bell patents to others than Bell licensees in the United States. 
Prior to that date, most of the non-Bell sales of telephone equipment 

»» See table 96 p. 53®. 
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•covered by Bell patents were made in foreign countries through 
foreign distributing houses. Western Electric Co. is, therefore, the 
manufacturing department of the Bell System; its principal business 
is with other Bell companies; the major part of its activities directly 
relate to telephone apparatus and equipment manufacturing; and 
hence, the major part of its sales are charged to telephone plant and 
equipment accounts and operating expenses of the Bell Telephone 
Svstem companies. Finally, the American Telephone A Telegraph 
Co. is the principal stockholder of Western Electric Co., Inc. During 
the years 1900 to 1935, inclusive, the dividend receipts of the general 
department of the American Co. on its investment in the common 
•stock of Western Electric amounted to $174,792,886. 

Total Revenues. 

In the period from December 1, 1885, to December 31, 1936, the 
total revenues of Western Electric Co. of New York and its prede- 
cessor, the Western Electric Co. of Illinois, were $5,283,913,000. Of 
this 98.69 percent came from sales, and 1.31 percent consisted of other 
income. The total revenues were disposed of as shown in table 99 
below: 

Tablh 99. — Summary of income and surplus accounts showing composition and 
disposition of revenues of the Western Electric Co. for the period from Dec. 1 , 1885 , 
to Dec . 81, 1986, inclusive 


Particulars 

(a) 

Thou- 
sands of 
dollars 

(b) 

Percent 

(c) 

Composition of revenues: 

Sales 

5,214.956 
68. 957 

98.69 

1.31 

Other income (net) 

Total 

5,283,913 

100.00 

Disposition of revenues: 

Cost of sales. 

4, 412. 797 
555,091 
09, 777 
38, 735 
212, 559 
8, 750 

83.51 

10.51 
1. 32 

.73 
4. 02 
.17 

Other expenses 

Interest charges 

Reserve appropriations * 

Dividends, casn 

Dividends, stock 

Total 

5, 297, 709 

100.28 

Balance to surplus 

(13, 796) 
28,705 

(.26) 

.54 

Direct surplus additions (net) 

Undistributed surplus for period 

14,909 

222 

.28 

.01 

9 nrplus balance Nov. 30, 1885 

Surplus balance Dec. 31, 1936 

15, 131 

.29 



* See the following table: 


Reserve for employees’ benefit fond, etc $17, 199, 314 

Reserve for contingencies 11, 900, 000 

Extraordinary depreciation 9, 635, 256 


Total 38,734,570 


Approximately $6,000,000 of these reserve appropriations were restored to surplus in 1927, 1928, and 1929. 
Parentheses denote red figures. 

Source: Exhibit 2090-B, tables 55 and 56, pp. 231 and 232. 


Cost of sales, as computed from Western’s records, amounted to 
.$4,412,797,000, or 83.51 percent of total revenues. Other expenses 
and interest charges took up an additional $624,868,000, or 11.83 
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percent, leaving a net income after all expenses and interest payments, 
of $246,248,000, which was 4.67 percent of the revenues. After reserve 
appropriations of $38,735,000, there remained $207, 513, 000, , or 3.93 
percent of revenues available for dividends. In connection with these 
reserve appropriations, and as indicated in the footnote in table 99, 
approximately $6,000,000 of these miscellaneous reserve appropria- 
tions, made in 1926 and prior years, was restored to surplus in the 
three following years, thereby increasing the income available for 
dividends by a corresponding amount. Cash dividend payments 
during the period aggregated $212,559,000 and stock dividends 
declared were recorded at $8,750,000. The sum of these dividends 
($221,309,000) exceeded the remaining revenues by $13,796,000, 
which was absorbed in surplus. Other profits and adjustments, in 
the net amount of $28,705,000, were added directly to surplus, which 
left undistributed earnings for the period of $14,909,000. Adding the 
surplus balance at November 30, 1885, the resulting net recorded 
surplus at the end of 1936 was $15,131,000. These credits and other 
adjustments are shown below: 

Surplus additions: 

Profit on sale of International Western Electric Co., Inc., in- 
cluding special dividend of $9,700,000 received just prior to 
sale and $608,000 of reserves set up at time of sale later re- 


stored to surplus $16, 563, 000 

Profit on sales of other properties 2, 617, 000 

Revaluations of investments 12, 850, 000 

Reserve appropriations for contingencies and employees* bene- 
fits restored to surplus 5, 975, 000 

Profit on sales of marketable securities 2, 708, 000 

Total - 40, 713, 000 

Surplus deductions: 

Premium on retirement of preferred stock 8, 468, 000 

Premium on retirement of debentures 1, 750, 000 

Net amount transferred to common-stock account 1, 500, 000 

M iscellaneous items (net) 290, 000 

Total - 12,008,000 

Direct surplus additions (net) 28, 705, 000 


In 1906 and most of the years 1910 to 1928, inclusive, the company 
made special reserve appropriations aggregating $38,734,570, of which 
$17,199,314 was appropriated for employees’ benefit fund, etc., 
$11,900,000 for contingencies, and $9,635,256 for extraordinary de- 
preciation. Of these appropriations approximately $6,000,000 was 
ultimately restored to surplus. The appropriations in each year 
vary materially and bear no particular relationship to the operations 
for the year. For example, the allowances made for extraordinary 
depreciation in the years 1924 to 1928, inclusive, m the amount of 
$9,635,256, which were in addition to normal depreciation provisions, 
were designated as provisions for amortizing the differences between 
the cost of buildings, permanent fixtures, and machinery acquired in 
a period of high prices, and the estimated cost level which it was 
expected would prevail from 1930 to 1939. On the other hand, 
appropriations for employees’ benefit fund, etc., of over $17,000,000, 
of which almost $14,000,000 was appropriated in years 1924-27, 
inclusive, apparently represented operating expense, except for some 
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$700,000 later restored to surplus, but do not represent actual expenses 
applicable to the specific years when appropriated. Accordingly, in 
the following discussion, the products of Western Electric are shown, 
on different bases of measurements, both before and after these 
special reserve appropriations. In this connection, however, it should 
be borne in mind that the statement of earnings before these appropria- 
tions tends to somewhat overstate them, whereas the reported earnings 
after the reserve appropriations are somewhat overstated. 

Earnings on Investment. 

Tables 100 and 101, pages 548 and 549, show the relationship to 
Western Electric earnings, both before and after special reserve 
appropriations to average gross investments, or total assets, and 
average net investment, represented by total assets less the reserve 
for depreciation. The records since 1886, as shown by tables 100 and 
101, indicate that from November 30 of that year to November 30, 
1906, the net earnings on average gross investment were over 10 
percent in every year except 5. 36 Net earnings on average gross 
investment sometimes reached extremely high levels: 22.97 percent 
in 1887, 17.96 percent in 1899, and 17.02 percent in 1900. 

The ratio of net earnings to average net investment during this 
early period was over 10 percent in all but 2 years. 37 In 8 out of the 
21 years during this period, the net earnings were over 15 percent on 
average net investment. In 1887 it was 24.41 percent; in 1899, 20.65 
percent; in 1900, 19.54 percent. These high rates of earnings con- 
tinued into the new century. In 1902 the return on average net 
investment was 15.95 percent; and in 1906, 16.50 percent. Since 
1906 the rates of earnings on net investment have never been as large 
as the foregoing figures, although from 1924 through 1929 the rates 
were consistently above 10 percent, usually 12 or 13 percent, before 
anpropriations for reserves. 

In 1907 and 1908, 2 years of adverse business conditions, the net 
earnings on both average gross and net investment were very low. In- 
deed, in the latter year there was a small deficit. From 1909 to 1924 
the net earnings on average gross investment both before and after 
appropriations for reserves were less than 10 percent in every year. 
The ratio of net earnings to average net investment, of course, was 
slightly better. Before appropriations for reserves, the ratio during 
1910, 1913, and 1924 was approximately 10.50 percent, and in all the 
other years but one it was over 6 percent. Considering the net 
earnings on average net investment after appropriations for reserves, 
we find that in this 15-vear period the rate varied between a low of 
4.46 percent in 1916 and a high of 8.56 percent in 1924. 

The 5 years, 1925-29, inclusive, were years of large income. The 
rate of net earnings on average gross investment before appropriations 
for reserves was between 10 and 11 percent in every year except 1926, 
when it was 9.84 percent. After appropriations for reserves, earnings 
on average gross investment were 7.50 percent in 1925, 7.28 percent 
in 1926, 8.61 percent in 1927, 9.46 percent in 1928, and 10.10 percent 
in 1929. Considering the net earnings on average net investment, 

* Tbs eao e p t lons are m fellows: 1380, w 'hm t be rate of return on a v e rage gross Investment was 0.07 per 
cent; 1893, 7.00 percent; 1804, 0.47 percent; 1903, 9.50 percent; and 1901, 7.87 percept. 

” The rate was 8.07 percent in 1893, and 9.56 percent in 1904. 
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before appropriations for reserves, the rates stood at 13.36 percent ini 

1925, 12.23 percent in 1926, 13.96 percent in 1927, 13.59 percent in 
1928, and 12.53 percent in 1929. After appropriations for reserves,, 
the corresponding figures were 9.28 percent in 1925, 9.05 percent in 

1926, 11.02 percent in 1927, 12.33 percent in 1928, and 12.53 percent 
in 1929. 


Table 100 . — Average investment and net earnings of Western Electric Co., Inc. t and 
predecessor company , years 1886 to 1986 , inclusive 

[Dollars In thousands] 


Year or period ended 

(a) 

Average 

gross 

invest- 

ment 

(b) 

Averag t 
net 

invest- 

ment 

(c) 

Net earnings ‘ 

Before 

appro- 

priations 

for 

reserves 

(d) 

Deduct 

appro- 

priations 

for 

reserves 

(e) 

After appro- 
priations for 
reserves 

(f)=(d>— (e) 

Nov. 30: 






1886 . 

$1,482 

$1,411 

$184 


$184 

1887 

1,702 

1,602 

391 


391 

1888 

2,072 

1,937 

296 


295 

1889 

2. 768 

2. 585 

276 


276 

1890 

3,749 

3, 478 

445 


445 

1891 

4,328 

3. 944 

463 


463 

1892 

4,758 

4.27ft 

540 


540 

1893 

5.256 

4,625 

415 


415 

1894 

5.386 

4,627 

510 


510 

1895 

5. 993 

6.087 

023 


623 

1896 

7. 297 

6, 196 

763 


763 

1897 

8, 682 

7,386 

1, 165 


1, 165 

1898 

10, 720 

9,119 

1. 359 


1,359 

1899 

15, 765 

13.709 

2,831 


2.831 

1900 

22, 335 

19. 457 

3.801 


3. SOI 

1901 

25, 903 

22, 102 

2, 798 


2, 798 

1902 

27. 807 

23,039 

3. 675 


3. 675 

1903 

30, 784 

25, 121 

2. 924 


2,924 

1904 

35.409 

29. 160 

2. 787 


2,787 

1905 

44, 121 

37,083 

5.671 


5 ’ 671 

1900 

61,228 

52. 824 

8,717 

$1,550 

7, 167 

1907 

67, 446 

57,834 

1, 130 


1. 130 

1908 

68, 517 

48,253 

(401) 


(401) 

1909 

54,641 

43,550 

2, 423 


2,423 

Dec. 31: 



1910 * 

61, 673 

50, 731 

5,419 

1.150 

4.269 

1911 

68, 474 

67. 899 

4,135 

800 

3.335 

1912 

71, 274 

59, 781 

5,710 

2,280 

3. 424 

1913 

74.065 

62,599 

6,564 

2.600 

4. 064 

1914 

73, 769 

62. 533 

4,034 

500 

3,534 

1915 

76,111 

64, 392 

4,312 

650 

3,662 

1916. 

84. 581 

71,927 

4, 679 

1,474 

3,205 

1917 

101, 538 

86, 736 

6.661 

2,600 

4.161 

1918 

115.563 

98. 208 

6,151 

1, 100 

5, 051 

1919 

123, 473 

104, 129 

5. 652 


5,652 

1920 

158. 537 

136,394 

8, 277 


8,277’ 

1921 

184. 193 

158.220 

10, 166 


11. 166 

1922 

173.998 

144. 820 

9,630 

400 

9.236 

1023 

184.814 

152,396 

10,080 


10 080 

1924 

206, 927 

169,480 

18.009 

3,503 

14! 506 

1925 

214.313 

173, 184 

23, 142 

7.068 

16,074 

1926 

225,748 

181,606 

22.210 

5. 778 

16.432 

1927 

224. 512 

175,594 

24. 506 

5. 107 

19. 339 

1928 

232,731 

178, 661 

24, 272 

2, 249 

22.023 

1929 

1 312.561 

251,815 

31, 556 


31. 556 

1930 

1 376, 609 

306.609 

20,298 


20.298 

1931 

I 375. 068 

295. 642 

15. 557 


15.557 

1932 

353. 192 

272, 109 

(9. 032) 


(9,032) 

1933 

1 330. 239 

249, 88S 

(10, 491) 


(10.491) 

1934 

i 310, 881 

237. 578 

(4. 582) 


(4. 582) 

1935 

i 281,459 

215. 781 

5.353 


5 353 

1936 

i 270, 751 

200. 926 

19.900 


19,906 






i Before interest charges and dividends. 

* 13 months ended Dec. 31, 1910. 
Parentheses denote red figures. 

8ource* Exhibit 2090-B, table 72, p. 282. 
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Table 101 . — Ratio of net earnings to average gross and net investment of Western 
Electric Co., Inc., years 1886 to 1986, inclusive 


Year or period ended 

(a) 

Net earnings 1 on average 
gross investment 

Net earnings 1 on average 
net investment 

Before 

appro- 

priations 

f>-r 

reserves 

(b) 

Deduct 

appro- 

priations 

for 

reserves 

(C) 

a fter 
appro- 
priations 
for 

reserves 

(d) 

Before 

appro- 

priations 

for 

reserves 

(e) 

Deduct 

appro- 

priations 

for 

reserves 

(0 

After 

appro- 

priations 

for 

reserves 

(fO 

Nov. 30: 

Percent 

Percent 

Percent 

Pci cent 

Percent 

Percent 

ISSfj 

12.42 


12. 42 

13. 04 


13.04 

1887 

22. 97 


22. 97 

24.41 


24. 41 

1888 

14.24 


14. 2*1 

15 23 


15. 23 

1S89 

9.97 


9. 97 

10.68 


10.68 

1890. 

11.87 


11.87 

12 79 


12. 79 

1391 

10.70 


10. 70 

11.74 


11.74 

1892 

11.35 


11.35 

12. 65 


12.65 

1393 

7.90 


7.90 

8 . 97 


8 . 97 

1891 

9.47 


i 9.47 

11.02 


11.02 

1895 

10. 40 


10. 40 

12. 25 


12 25 

1896 

10. 40 


10. 46 

12.31 


12. 31 

1897 

13.42 


13.42 1 

15. 77 


15. 77 

1898. 

12.68 


12 . 68 

14.90 


14 90 

1*09 

17.96 


17. 96 

20. 65 


20 65 

1900 

17.02 


17. 02 

19. 54 


19 M 

1901 

10.80 


10.80 

12.66 


12 66 

1902 

13.22 


13.22 

15. 95 


16 95 

1903 

9.50 


9. 50 

I 11.64 


11 64 

1904 

7. 87 


7. 87 

9.56 


9 56 

1905 

12.85 


12. 85 

15.29 


15 29 

1906 

14.24 

2. 53 

11.71 

16.50 

2. 93 

13. 57 

1907 

1 . 68 


1 . 6 S 

1.95 


195 

1908 

(. 69) 


(.69) 

(.83) 


( 83) 

1909 

4.43 


4. 43 

5.56 


5.56 

Dec. 31 : 






1910* 

8.80 

1.87 

6 . 93 

10.68 

2 27 

8.41 

1911 

6.04 

1.17 

4.87 

7. 14 

1.38 

5. 76 

1912 

8.01 

3.21 

4.80 

9.55 

3.82 

5. 73 

1913 

8 . 86 

3. 37 

5.49 

10 . 48 

3 99 

6 . 49 

1914 

5. 47 

.63 

4.79 

6.45 

.80 

5. 65 

1915 

5.66 

.85 

4.81 

6 . 70 

1.01 

5.69 

1916 

6 . 53 

1.74 

3.79 

6 . 51 

2. 05 

4. 46 

1917 

0.56 

2.46 

4. 10 

7.68 

2.88 

4.80 

1918 

5.32 

.05 

4.37 

6.26 

1. 12 

5.14 

1919 

4. 68 


4. 58 

6 . 43 


5. 43 

1920 

5.22 


5. 22 

6.07 


6.07 

1921 

5.52 


5. 62 

6 43 


ft ’ 43 

1922 

5.54 

.23 

5.31 

6.65 

.28 

6*37 

1923 

5.45 


5 45 

6 . 61 


6 . 61 

1924 

S. 73 

1.72 

1 7.01 

10.66 

2 . 10 

8.56 

1925... 

10.80 

3.30 

7.50 

13. 36 

4.08 

9.28 

1926 

9.34 

2.56 

7.28 

12.23 

3. 13 

9. 05 

1927 

10.91 

2.30 

8.61 

13.96 

2. 94 

11.02 

192* 

10.43 

.97 

9. 46 

13. 59 

1.20 

12. 33 

1929 

10 . 10 


10 . 10 

12. 53 


12. 53 

1930. 

5. 39 


6 . 39 

6 . 62 


6 . 62 

1931 

4. 15 



4. 15 

5.26 


5. 26 

1932 

(2. 56) 


(2. 56) 

(3. 32) 


(3. 32) 

1933 

(3. 18) 


(3. 18) 

(4. 20) 


(4. 20) 

1934 

(1.471 

1 

(1. 47) 

(1.93) 


(1. 93) 

1935 

1.90 


1.90 

2. 48 


2. 48 

1936- 

7. 35 


7.35 

9.91 

1 


9.91 



1 




* Before interest charges and dividends. 
> 13 months ended Dec. 31, 1910. 
Parentheses denote red figures. 

Source: Exhibit 2090-B, table 73, p. 283. 


In 1929 the total revenues reached a peak of $419,628,000. From 
then on through 1933, there was a sharp decline in total sales to 
$71,414,000 in the latter year. 38 Net income also showed a drastic 
decline. From a high of $31,556,000 in 1929, it fell to $20,298,000 
in 1930, and $15,557,000 in 1931. In the next 3 years, 1932, 1933, 


M See exhibit 2090-B, tabic 63, p. 248. 
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and 1934, there were deficits of $9,000,000, $10,000,000, and 
$4,500,000, respectively. 39 

Since the low point of 1933, total revenues have risen considerably, 
reaching $149,107,000 in 1936. The net income in 1935 was $5,353,- 
000, and in 1936, $19,906,000. During the whole period 1930 through 
1936, both average gross and net investment decreased, until in the 
latter year they were $270,751,000 and $200, 926, *000, respectively. 
As a result, the ratio of net earnings to both gross and net investment 
in 1936 were 7.35 percent and 9.91 percent, respectively, which were 
higher than the corresponding rates in 1930 by 2 and 3 percent, al- 
though the net earnings in that year were slightly larger than in 1936. 
The reduction in the average gross and net investment was due 
principally to diminished inventories and receivables. 

The earnings record of Western Electric Co. for the whole period of 
51 years from 1886 to 1936 shows an average return of 5.47 percent on 
gross investment and 6.80 percent on net investment, before appro- 
priations for reserves; and, after appropriations for reserves, the 
average return was 4.80 •percent on gross investment and 5.97 percent 
on net investment. In 22 of these 51 years, the net earnings on net 
investment have been over 10 percent both before and after appro- 
priations for reserves. Only during the years of severe depression, 
such as 1907-9 and 1931-35, have these rates been materially below 
6 percent. The average record of Western Electric Co. earnings 
during significant periods of its history is summarized in the following 
tabulation: 


Period 

Characterization of the period relative to the growth 
of the company and its business 

Net earnings before 
appropriations 
for reserves 

Net earnings after 
appropriations for 
reserves 

On gross 
invest- 
ment 

On net 
invest- 
ment 

On gross 
invest- 
ment 

On net 

mat 



Percent 

Percent 

Percent 

Percent 

1886-98... 

Gradual growth 

11.57 

13.20 

11.57 

13.20 

1899-1906. 

Very rapid growth 

12. 61 

14. 92 

12.02 

14.23 

1907-9.... 

Recession 

1.75 

2. 11 

1.75 

2. 11 

1910-15... 

Recovery and resumption of gradual growth 

7. 10 

8. 43 

5.24 

6.23 

1916-27... 

Rapid growth 

7. 47 

9.03 

6. 11 

7.39 

1928-30... 

Very rapid f^rowth 

8.26 

10.33 

8.01 

10.02 

1931-36... 

Drastic decline and partial recovery 

(1.94) 

(2.51) 

(194) 

(2. 51) 

1936 

Partial recovery 

7.35 

9.91 

7.35 

9. 91 

1886-1930. 

i 45-year period 

7.77 

9. 42 

6. 76 

8.20 

1886-1935. 

50-year period 

5.38 

6.06 

4.68 

5.79 

1886-1936. 

51-year period 

5.47 

6.80 

4.80 

5.97 


Parentheses denote red figures. 


In connection with the net earnings of Western, before and after 
reserve appropriations, as shown in certain tabulations and referred 
to in discussions contained in this chapter, attention should be called 
to the fact that the reserve appropriations referred to do not include 
the regular provisions for depreciation, but consist principally of ap- 
propriations for special reserves, such as the employees' benefit reserve 
and reserves for contingencies and extraordinary depreciation. The 
regular provisions for depreciation and other operatmg reserves are 
included in cost of sales and other expenses, which are deducted 
from total revenues before arriving at the amounts designated as net 
earnings before appropriations for reserves. 


« See table 100, p. 648. 
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Earnings on Common Stock. 

Since the principal financial interest of the American Co. in the 
Western Electric Co. is in its common stock, it is relevant to the 
explanation of the American Co.’s record of earnings to indicate the 
extent of the profitableness of this investment. For this purpose, 
the ratio of net income to average common-stock equity and to 
average cash investment by common-stock holders will be analyzed. 
These ratios are presented in tables 103 and 104, respectively. 

For the purposes of these tables and the related analyses, preferred 
stock amounting to $15,000,000 par value, originally exchanged 
(together with 150,000 shares of no-par common stock) for the total 
outstanding common stock of Western Electric Co. of Illinois, at the 
date of organization of Western Electric Co., Inc., of New York in 
1915, has been included with the common stock for the years 1915 to 
1920. This preferred stock, including an additional $15,000,000 par 
value issued in 1917, was called for redemption in 1920. Additional 
no-par common stock was issued at the same time, and in effect these 
transactions constituted a conversion of this preferred stock into no- 
par common stock. 

During the 55 years from 1882 to 1936, inclusive, the average ratio 
of net income, before appropriations for reserves, to average common- 
stock equity was 8.6 percent. In 35 out of these 55 years the ratio 
of such net income to average common-stock equity was over 10 
percent, and in 13 of the 35 it was over 20 percent. The highest 
rates of return were 29.4 percent in 1887, 39.7 percent in 1899,35.1 
percent in 1900, 26.6 percent in 1906, and 25.0 percent in 1928. In 
13 of the remaining 20 years, the ratio was over 6 percent. Only 
during 5 years, namely, 1907, 1908, 1932, 1933, and 1934, has there 
been any deficit shown. In the same 55-year period, the average 
ratio of net income, after appropriations for reserves, to average com- 
mon-stock equity was 7.2 percent. In 31 years of the period the 
ratio of such net income to average common-stock equity was over 
10 percent, and in 12 of the 31 years it was over 20 percent. The 
highest rates of return were 29.4 percent in 1887 ; 39.7 percent in 1899; 
35.1 percent in 1900; 22.7 percent in 1902; 23.8 percent in 1905; 

21.3 percent in 1906; 22.4 in 1928; and 21.6 in 1929. In 13 of the 
remaining 24 years the ratio of net income, after reserve appropria- 
tions, to common-stock equity was over 6 percent. Deficits are 
shown for the same 5 years as those indicated before appropriations 
for reserves. Net income available for common stock and total divi- 
dends on common stock for the years 1882 to 1936, inclusive, are 
presented graphically in chart 14. 

The ratios of net income to average cash paid into the company by 
common-stock holders since 1882 are shown in table 104. The ratio 
of net income, before appropriations for reserves, to average cash 
paid-in capital of the stockholder for the whole period of 55 years has 
been 17.8 percent, and 14.9 percent after appropriations for reserves. 
The ratio of cash dividends to average cash paid-in capital has been 

15.3 percent, and the ratio of total dividends to the same base has been 
15.9 percent. These averages, of course, are weighted downward by 
the years of deficits above-mentioned and also by a few r lean years. 
In 45 out of the 55 years, however, the ratio of net income, before 
appropriations for reserves, to average carh paid-in capital has been 
over 15 percent. In 41 of these 45 years this ratio has been over 20 

155210 — 3D 37 C r\r\Ci\o 
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percent. In 25 out of 55 years the ratio of net income to average cash 
investment has been over 50 percent. In 6 years, the ratio of net 
income to average cash investment was over 100 percent: namely, in 

1898, 104:4 percent; 1899, 181 percent; 1900, 139.9 percent; 1902, 
113.5 percent; 1905, 165.3 percent; anil 1906, 141.4 percent. In 45 of 
the same 55 years the ratio of net income, after appropriations for 
reserves, to average cash paid-in capital has been over 15 percent. 
In 41 of the 45 years this ratio has been over 20 percent. In 15 out of 
55 years the ratio of net inccme, after appropriations for reserves, to 
average cash investment has been over 50 percent. In 6 years the 
ratio of net income, after appropriations for reserves, to average cash 
investment was over 100 percent: namelv, in 1898, 104.4 percent; 

1899, 181.0 percent; 1900, 139.9 percent; 1902, 113.5 percent; 1905, 
165.3 percent; and in 1906, 113.2 percent. 

The average rates of income, before and after appropriations for 
reserves, on cash paid-in capital during significant periods in the his- 
tory of Western Electric also reflect a record of exceptional earnings 
on common stock. Table 102 presents certain ratios of net income 
(before and after appropriations for reserves), cash dividends, and 
total dividends (including stock dividends) to average common-stock 
equity and to average cash paid-in capital. During the 49 years, 
1882 to 1930, inclusive, the average ratio of net income to common- 
stock equity, before and after appropriations for reserves, was 13.8 
percent and. 11.5 percent, respectively, and to cash paid-in capital of 
stockholders it was 41.3 percent and 34.7 percent, respectively. The 
average ratios of cash dividends, and of total dividends, to cash 
paid-in capital were 30.5 and 32.0 percent, respectively. The average 
ratios for other periods, as shown in table 102, are equally significant 
and need no further recapitulation. 


Table 102 . — Annual rates of return earned by Western Electric Co., Inc. ( New 
York), and predecessor Company , on common stock equity and on average cash 
investment by stockholders , by periods of growth , years 1882 to 1986 , inclusive 




Ratio of net income available for com- 
mon stock 



Periods of 
growth 
(years) 

(a) 

Description 

To average common 
stock equity 

To average cash 
paid-in capital 

Ratio of 
cash divi- 
dends to 

Ratio of 
total divi- 
dends to 

(b) 

Before 
appropri- 
ations for 
reserves 

(c) 

After 
appropri- 
ations tor 
reserves 

(d) 

Before 
appropri- 
ations for 
reserves 

(e) 

After 
appropri- 
ations for 
reserves 

(0 

average 
cash paid- 
in capital 

(g) 

average 
cash paid- 
in capital 

(h) 

1882-98 

Gradual growth 

Percent 

18.3 

Percent 
18. 3 

Percent 

41.5 

Percent 
41. 5 

Percent 
11. 6 

Per uni 
23.6 
49.1 

1890-1906 — 

Very rapid growth 

22.4 

21.3 

121.0 

115.0 

24.0 

1907-09 

Recession 

.9 

.9 

5.0 

5.0 

19. 2 

19 2 

1910-15 

Recovery and resumption of 

10.8 

7.4 

66.6 

45.6 

24.8 

24.8 

1916-27 

gradual growth. 

Rapid growth 

13.4 

10. 1 

41. 7 

31. 6 

36.8 

36.8 

1928-30 

Very rapid growth 

16. 1 

15.6 

30.0 

28.9 

26.9 

26.9 

1931-35 

Drastic decline and partial 

(2.4) 

(2.4) 

(3. 3) 

(3. 3) 

1.7 

1.7 

1936 

recovery. 

Partial recovery 

12.0 

12.0 

14.8 

14.8 

13. 1 

13. 1 

1882-1930... 

49-year period 

13.8 

11.5 

41.3 

34.7 

30.5 

32.0 

1882-1935... 

54-year period 

8.4 

6.9 

18.1 

14.9 

15.5 

16.2 

1882-1936... 

55-year period 

8.6 

7.2 

17.8 

14.9 

15.3 

15.9 


Parentheses denote red figures. 
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Table 103 . — Net income on common-stock equity of Western Electric Co., Inc., 
years 1882 to 1936, inclusive 


[Dollars in thousands] 


Bah nee at begin- 
ning of yei r 


Year or period ended I 


Common Reserve 


Dee. 31:1882* $880 

Nov. 30: 

1883 948 

1884 1,218 

1885 1.288 

1880 1.222 

1887 1.348 

1888 1,664 

1889 1.833 

1890 1.992 

1891 2,554 

1892 2,863 

1893 3,254 

1894 3,469 

1895 3,766 

1896 4, 166 

1897 4.657 

1898 5,557 

1899 6,583 

1900 .. 9,968 

1901 14,081 

1902 16,211 

1903 19,139 

1904 21.006 

1905 22,606 

1906 27.017 

1907 35,102 

1908 33.781 

1909 31,547 

Dec. 31 : 

1910 » 32, 437 

1911 34,121 

1912 35,101 

1913 36, 169 

1914 37,840 

1915 39.011 

1916 40,229 

1917 40.454 

1918 40,755 

1919 40,966 

1920 42,055 

1921 57,949 

1922 58.773 

1923 74,932 

1924 77, 123 

1925. 80,523 

1926 101,434 

1927 108.509 

1928 87,988 

1929 110,784 

1930 164,557 

1931 186, 932 

1932 187, 248 

1933 172,709 

1931 ... 160,784 

1935 155,079 

1936 156,242 j 

Total 2,640,421 I 


Add new 
capital 
supplied 
by coin- 
rr.on- 
stock 
holders 
during 
year* 


52,081 2,771,435 


Net income avail- 

able fer common 

stock 


Before 

A fti r 

appropri- 

appropri- 

ations for 

ations for 

reserves 

reserves 

(0 

(g) 

$210 

$210 

144 

144 

152 

152 

96 

96 

186 

186 

396 

396 

304 

304 

260 

260 

412 

412 

448 

448 

531 

531 

390 

390 

500 

500 

622 

622 

731 

731 

1,140 

1, 140 

1,305 

1.305 

2,715 

2,715 

3,614 

3,614 

2, 750 

2, 750 

3,688 

3,688 

2, 786 

2, 786 

2, 560 

2, 560 

5, 371 

5, 371 

7. 775 

6,225 

(121) 

021) 

0.034) 

(1,034) 

2,090 

2,090 

4,534 

3,384 

3, 280 

2, 480 

4,853 

2,567 

5, 672 

3,172 

3,171 

2, 671 

3,477 

2, 827 

3,799 

2, 325 

4,902 

2, 402 

3,710 

2,610 

3. 489 

3. 489 

4,068 

4, 068 

4, 324 

4. 324 

6, 045 

4, 645 

7, 192 

7, 192 

11,963 

8, 400 

20, 117 

13, 049 

20, 352 

14, 574 

22, 523 

17, 356 

21, 957 

19, 708 

26, 995 

26, 995 

15, 625 

15, 025 

10,816 

10,816 

(12, 626) 

(12, 626) 

(13, 773) 

(13. 773) 

(7, 752 

(7. 752) 

2. 620 

2. 620 

18, 698 

18,698 

239,052 

200,317 


Ratio of net income 
to average com- 
mon-stock equity 


Percent 

23.9 


1 Represents average new investment on basis of the balances at the 15th day of each month. 

» Represents average annual common-stock equity exclusive of the earnings of the current year. 

* 18-month period. 

« 11-mont.h period. 

* 13-month period. 

Parentheses denote red figures. 

Source: Exhibit 2090-B, table 74, p. 293, and exhibit 2090-C, schedule 4, sheet 1. 
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Table 104 . — Net income and dividends on average cash investment of common-stock 
holders of Western Electric Co., Inc., years 1882 to 1936 , inclusive 
[Dollars in thousands] 


Net income avail- Ratio to average investment of— 



Average 

cash 

able for common 
stock 

Cash 

divi- 

Total 

divi- 

Net income 

Dividends 

Yaarer period 


« . . . . 1 


dends 

dends 





ended 

(a) 

comm on- 
nock 
holders 1 

(b) 

appropri- 

ations 

for 

reserves 

(c) 

Alter 

appropri- 

ations 

for 

reserves 

(d) 

on com- 
mon 
stock » 

j 

(e) 

on com- 
mon 
stock * 

(0 

Befrre 
appropri- 
ations for 
reserves 

(g) 

After 
appropri- 
ations for 
reserves 

(h) 

j 

Cash 

(i) 

Total 

(J) 





! 


Percent 

Percert 

Per- 

cent 

Per- 

cent 

Doc. 31: 1882*... 

$880 

$210 

$210 

$13 

$13 

23.9 

23.9 

1.5 

1.5 

Nov. 30: 








1883 4 

930 

144 

144 

2 

2 

16.5 

15.5 

.2 

.2 

1884.. 

1,000 

152 

152 



15.2 

15.2 



1885 

1,000 

96 

96 

60 

60 

9.6 

9.6 

6.0 

6.0 

1886 

1,000 

186 

186 

60 

60 

18.6 

18.6 

6.0 

6.0 

1887 

1,000 

396 

396 

80 

80 

39.6 

39.6 

8.0 

8.0 

1888 

1,000 

304 

304 

135 

135 

30.4 

30.4 

13.5 

13.5 

1889.... 

1,000 

260 

260 

100 

100 

26.0 

26.0 

10.0 

10.0 

1890 

1,031 

412 

412 

100 

600 

40.0 

40.0 

9.7 

58.2 

1891.. 

1,250 

448 

448 

140 

140 

35.8 

35.8 

11.2 

11.2 

1802. 

1,250 

531 

531 

140 

140 

42.5 

42.5 

11.2 

11.2 

1893 

1,250 

390 

390 

175 

175 

31.2 

31.2 

14.0 

14.0 

1894 

1,250 

500 

500 

194 

444 

40.0 

40.0 

15.5 

35.5 

1895 

1,250 

622 

622 

230 

1,230 

49.8 

49.8 

18.4 

98.4 

1896 

1,250 

731 

731 

240 

240 

58.5 

58.5 

19.2 

19.2 

1897 

1,250 

1,140 

1, 140 

240 

240 

91.2 

91.2 

19.2 

19.2 

1898 

1,250 

1,305 

1,305 

280 

780 

104.4 

104.4 

22.4 

62.4 

1899 

1,500 

2,715 

2,715 

380 

1,830 

181.0 

181.0 

22.0 

122.0 

1900. 

2,583 

3,614 

3, 614 

500 

500 

139.9 

139.9 

19.4 

19.4 

1901 

3,250 

2,750 

2,750 

620 

1.620 

84.6 

84.6 

19.1 

49.8 

1902.. 

3,250 

3,688 

3,688 

760 

2,760 

113.5 

113.5 

23.4 

84.9 

1903 

3,250 

2, 786 

2, 786 

920 

2. 920 

85.7 

85.7 

28.3 

89.8 

1904 

3,250 

2,560 

2,560 

960 

960 

78.8 

78.8 

29.5 

29.5 

1906 

3,250 

5, 371 

5, 371 

960 

960 

165.3 

165.3 

29.5 

29.5 

1906. 

5,500 

7, 775 

6,225 

1, 140 

1, 140 

141.4 

113.2 

20.7 

2 a 7 

1907 

6,250 

(121) 

(121) 

1,200 

1,200 

(1.9) 

(1.9) 

19.2 

19.2 

1908. 

6,250 

(1,034) 

(1.034) 

1,200 

1,200 

(16.5) 

(16. 5) 

19.2 

19.2 

1909. 

6,250 

2,090 

2,090 

1,200 

1,200 

33.4 

33.4 

19.2 

19.2 

Dec. 31: 










1910 1 

6,250 

4,534 

3, 384 

1,700 

1,700 

72.5 

54.1 

27.2 

27.2 

1911 

6, 250 

3,280 

2, 480 

1.500 

1,500 

52.5 

39.7 

24.0 

24.0 

1912 

6,250 

4,853 

2.567 

1,500 

1,500 

77.6 

41.1 

24.0 

24.0 

1913... 

6, 250 

5. 672 

3, 172 

1,500 

1,500 

90.8 

50.8 

24.0 

24.0 

1914 

6. 250 

3, 171 

2, 671 

1,500 

1,500 1 

50.7 

42.7 

24.0 

24.0 

1915. 

6,250 

3, 477 

2, 827 

1,609 

1,609 

55. 6 

45.2 

25.7 

25.7 

1916 

6,250 

3, 799 

2,325 

2, 100 

2, 100 

60.8 

37.2 

33.6 

33.6 

1917 

6,250 

4.902 

2. 402 

2. 100 

2. 100 

78.4 

38.4 

33.6 

33.6 

1918 

6, 250 

3,710 

2, 610 

2, 400 

2. 400 

59.4 

41.8 

28.4 

38.4 

1919 

6,250 

3,489 

3. 489 

2, 400 

2, 400 

55.8 ! 

55.8 

38.4 

38.4 

1920 

18, 750 

4,068 

4.068 

3, 172 

3, 172 

21.7 

21.7 

16.9 

16.9 

1921 


4.324 

4,324 

3,500 

3,500 

20.3 ! 

20.3 

16.5 

16.5 

1922 

21,250 

5,045 

4.645 

3. 500 

3. 500 

23.7 I 

21.9 

16.5 

16.5 

1923 

36. 250 

7. 192 

7, 192 

5,000 

5,000 

19. S 

19.8 

13.8 

13.8 

1924 

36.250 

11,963 

8. 400 

5,000 

5,000 

33.0 

23.2 

13.8 

13.8 

1925 

36.250 

20, 117 

13, 049 

5, 625 

5, 625 

55.5 

36.0 

15.5 

15.5 

1926 

36.250 

20. 352 

14, 574 

7.500 

7,500 

56. 1 

40.2 

20.7 

20.7 

1927 

36,250 

22. 523 

17,356 

•56, 250 

• 56,250 

62.1 

47.9 

•155.2 

• 155.2 

1928.. 

36, 250 

21,957 

19,708 

11,250 

11,250 

60.6 : 

54.4 

31.0 

31.0 

1929 

I 60,417 

26. 995 

26, 995 

23, 500 

23.500 

44.7 

44.7 

38.9 

38.9 

1930 

118,750 

15,625 

15,625 

23, 250 

23, 250 

13.2 i 

13.2 

19.6 

19.6 

1931 

126,250 

10,816 

10,816 

10. 500 

10,500 

8.6 1 

8.6 

8.3 

8.3 

1932. 

126,250 

(12. 626) 

(12.626) 



(10. 0) 

(10.0) 


_ 

1933 

126,250 

(13. 773)' 

(13,773) 



(10. 9) 

(10.9) 



1934 

1935 . . 

126,250 | 
196, 260 

(7. 752) 
2,620 

(7. 752) 
2,620 | 



(6. 1) 

2. 1 

(6. 1) 

2. 1 




1936 

126,250 i 

18.698 1 

18,696 | 

16.500 

16,500 

14.8 

14.8 

\j3A_ 

13. 1 

Total 

1,341,341 

239, 052 

“2007317' 1 

204,835 

213.585 

17.8 

1 14. 9 

1 15.3 

1 15.9 


1 Represent*.; the annual average investment on basis of the balances at the l.*>t h day of each month, and 
including cash paid in for $16,000,000 par value of preferred stock distributed to common-stock holders 
on Nov. IT. 1915, without additional cash investment on their part, and which, in effect, was converted 
Into common stock in March 1920. 

J Includes dividends on 150,000 shares of preferred stock distributed to common stockholders on Nov. 17, 
1915, without additional investment on their part and which were, in effect, converted into common stock 
in March 1920. 

* 18-month period. 

* 11 -month period. 

• 13-month period. 

• Includes special dividend of $48,750,000. 


Parentheses denote red figures. 

Source: Exhibit 2090-B, table 75, p. 295, and exhibit 2090-C, schedule 4, sheet 1 
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Reconciliation of Rates of Return Earned on Investment With Those 
Earned on Common Stock. 

The highest rate of return earned by Western Electric on its net 
investment during the period from 1886 to 1930, inclusive, was 24.41 
percent in 1887. The average return on net investment for the entire 
45-year period was 9.42 percent. These facts raise the question as to 
how the company could pay cash dividends of more than 15 percent 
on the average cash paid-in capital of common-stock holders and at the 
same time accumulate a surplus. 

The answer to this question lies partially in the fact that the com- 
pany’s investment includes a large element wliich represents the 
reinvestment of accumulated earnings, in the form of surplus, and of 
reserves, wliich have cost it nothing in the form of interest or dividends, 
and partially in the fact that the part of the company’s investment 
financed through the sale of bonds and through borrowing from the 
Employees’ Pension Fund has cost it much less than 9.42 percent each 
year; probably not more than 5% percent on the average. To the 
extent that any appreciable portion of these assets was financed at 
costs lower than these average rates, earned on investment, the effect 
has been to increase the return on common stock compared with that 
on total investment. The pressure of this leverage was admitted by a 
member of the Comptroller’s Department of Western Electric Co. 

On August 31, 1925, T. K. Stevenson, assistant comptroller, wrote a 
memorandum to J. L. Kilpatrick, vice president, in regard to the com- 
pany’s earnings, dividends, and capitalization, which read in part as 
follows: 

The accumulation of $18,813,000 surplus from operating earnings in excess of 
dividends over 9 years and 10 months since the formation of the New York Co. 
has been accomplished while earning only 6.1 percent on the average investment 
for the whole company. * * * In other words, this is due to the capital 

structure of the Western Electric Co., in which part of the capital during the 
period has been provided for at comparatively low cost, such as by 5-percent bonds, 
and a part at no capital cost, such as through undistributed earnings and reserves. 

The following tabulation indicates how the financing of approxi- 
mately 80 percent of the average investment by funds obtained from 
sources other than capital stock issues increased the rate of return for 
1926, after appropriations for reserves, from 9.05 percent on total 
average net investment to 40.20 percent on that part of the invest- 
ment relating to the average cash paid in on the common stock out- 
standing during the year: 



Averago net 

Earnings on average 
investment 


investment 1 1 

Amount 

Percent 

Total for year 1926 

$181, 005, 702 

$16,432,000 

9.05 

Deduct: Average amount financed by funds obtained from 
sources other than c.-sh paid in by common-stock holders, repre- 
sented by; 

Long-term debt 

Other liabilities . 

Reserve for contingencies 

U napproprirtted surplus . . 

35,000.000 
34,992.393 
6, 041,707 
52. 471, 00G 

1,750.000 

108.000 



5.00 

.31 

Total. 

129,105,762 

1,858,000 

1.44 

Average balance relating to recorded value of no-par common stock. 
Deduct: Excess of average recorded value of common stock over 
average paid-in capital, resulting from the capitalization of sur- 
plus - 

52.500.000 

10. 250.000 

14. 674,000 

27.76 

Balance relating to average cash paia in by common-stock 
holders - 

36. 2f 0,000 

14, 574.000 

40.20 


1 Represents average total assets, Including plant at depreciated book value. 
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A similar reconciliation of the rate of return earned on average net 
investment and on cash paid in by common-stock holders for the year 
1936 is shown in the following tabulation: 


Particulars 

Average net 

Earnings on average 
investment 



Amount 

Percent 

Total for year 1936 

$200,926,569 

$19,906,000 

9.91 

Deduct: Average amount financed by f unds obtained from sources 
other than cash paid in by common stock-holders, represented by : 

Other liabilities 

Operating reserves 

Unappropriated surplus 

43,545,584 
443,743 
14, 436, 242 

1,208,000 

2.77 

Total 

58, 425, 569 

1.208.000 

2.07 

Average balance relating to recorded value of no-par common stock. 
Deduct: Excess of average recorded value of common stock over 
average paid-in capital, resulting from the capitalization of sur- 
plus 

142, 500,000 

16,250,000 

18,698,000 

13.12 

Balance relating to average cash paid in by common-stock 
holders. 

126,250,000 

18,698,000 

14. 81 


1 Represents average total assets, including plant at depreciated book value. 


Return on American Co.’s Investment in Western Electric Co. 

The American Telephone & Telegraph Co. owned 99.42 percent of 
Western Electric Co. common stock as of December 31, 1935. This 
condition of complete control by the American Co. has not been true 
during the whole period since 1882. Until 1907 the American Co. and 
its predecessor controlled about 60 percent or less of the stock. It 
was after Vail's accession to the presidency of the American Co. in 
1907 that the equity ownership was increased, in 1908 to over 80 per- 
cent, and in 1912 to 96 percent. Consequently, the American Co. 
did not receive all of the dividends paid by Western Electric Co. of 
Illinois from 1882 to 1915, and Western Electric Co., Inc., of New 
York, from 1915 to 1936, although as a whole it received the major 
part of such dividends. During the life of Western Electric Co. of 
Illinois from 1882 to November 17, 1915, the date of the reorganiza- 
tion of this company, total cash dividends of $20,579,000 were paid, 
of which American Bell and American Telephone & Telegraph Co. 
received $15,200,000, or 74 percent of dividends paid. During the 

S eriod from November 18, 1915, to December 31, 1936, Western 
ilectric Co., Inc., of New York paid dividends in the amount of 
$192,055,000, of which the American Co. received $183,633,000, or 
96 percent of the total dividends paid by Western during that period. 40 
During the whole period from 1882 to the end of 1936, the two Western 
Electric companies paid total dividends of $212,634,000, of which 
American Bell Telephone Co. and American Telephone & Telegraph 
Co. received $198,833,000, or 94 per cent of the total dividends 
paid during this time. 

Discussion of the rate of earnings of Western Electric Co. on paid-in 
capital showed the results that were achieved by the company per 
unit of capital-stock money actually received in cash for its cor- 
porate purposes. This point of view is significant in evaluating 
Western Electric Co's, performance in the manufacture and sale of 
telephone equipment to other Bell companies. From the point of 
view of the American Co., however, which is the principal investor 
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in the stock of Western Electric Co., the interesting fact is the extent 
of profits that the controlling company has made on its investment in 
the stock of Western Electric Co. as distinguished from the income on 
paid-in cash capital that Western has obtained for this stock. There 
is a difference between these two approaches, because the American 
Co. and American Bell Telephone Co. paid prices on the acquisition 
of Western Electric stock from minority holders which were at times 
in excess of paid-in capital per share. Consequently, the American 
Co.’s return on its investment in Western Electric stock is somewhat 
lower than the return of Western Electric Co. on paid-in capital. In 
the balance sheets presented in Western’s annual reports to stockhold- 
ers for the years ending December 31, 1935, 1936, and 1937, the 
company’s outstanding capital stock is shown as follows: 

Capital ( represented by 6,000,000 shares, without par valut, authorized and out- 
standing) 


Cash paid in by stockholders $141, 000, 000 

From surplus 1, 500, 000 

Total. 142, 500,000 


An analysis of the transactions recorded in the books of accounts 
of Western and its predecessor indicates that $126,250,000 in cash and 
property, including $200,000 for the initial Bell license, was paid into 
the treasury of the companies for the presently outstanding common 
stock. This amount is computed as follows: 


Common and 6 percent preferred stock 
issued 


Particulars 

| 

Shares 

issued 

Issued for 
cash and 
property 

Issued for 
other pur- 
poses 

Western Electric Co. of Illinois, Issued 1882-1915: 

To American Bell for license 

2,000 

00,500 

87,500 

$200,000 

6,050,000 


For cash and property _ 


Stock dividends/. _J 

$8,750,000 

Total 


150,000 

6,250,000 

8.750,000 

Western Electric Co., Inc., of New York: 

Issued in 1915 to stockholders of predecessor: 

6 percent preferred, par value $100 per share 

Common, no par value. . . 

150,000 

150,000 

150.000 
(300,000) 

200.000 
150,000 

3, 250,000 

2, 250,000 

6,000,000 

} 6,250,000 

15.000. 000 
(36.000,000) 

36.000. 000 

15.000. 000 

} 8,750,060 

6 percent preferred stock issued to stockholders in 1917 at par. 

6 percent preferred stock called in 1920 at $120 per share 1 

Common stock sold to stockholders in 1920 at $180 per share K 

Common stock sold to stockholders in 1922 

Increase in no par common shares resulting from stock divi- 
dend in 1925, and split-up in 1927 

Common stock sold to stockholders 1928-31 

Total 

90,000,000 

126, 250, 000 

8.750,000 



* These transactions, in effect, constituted a conversion of the 300,000 shares of 6 percent preferred stock 
into 200,000 shares of common stock of no par value. 

Parentheses denote red figures. 


As of December 31, 1935, the American Co. held 99.42 percent of 
Western’s outstanding capital stock at a recorded investment of 
$144, 192, 338. 41 

It has been shown previously in this section that Western Electric 
Co. paid generous dividends calculated upon the basis of paid-in 

« See exhibit 1362-E, table 13, p. 1356. 
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capital. Dividends, however, do not fully reflect the return on the 
American Co.'s investment in the common stock of Western. First, 
the rate of return to the American Co. should be calculated on its 
investment in the stock of Western, and not on paid-in capital; and, 
second, the equity of the stockholder in the undistributed earnings 
of Western must be considered in evaluating the profitableness of the 
investment. Four bases have been used m computing the rate of 
return, to reflect the profitableness of the American Co.'s investment 
in Western Electric Co. These bases may be defined as follows: 

1. Ratio of cash dividends received to average cash investment. 

2. Ratio of equity in annual earnings to average cash investment, 
before and after appropriations for reserves. 

3. Ratio of dividends received plus increment in the value of the 
investment to average cash investment. 

4. Ratio of equity in annual earnings, before and after appropria- 
tions for reserves, to the American Co.’s average equity. 

Table 105 has been prepared to show the profitableness of Western 
Electric Co. to the American Co., calculated on all four of the afore- 
mentioned bases. All four measures emphasize the fact that this 
investment of the American Co. has been a very profitable one. 

The ratio of cash dividends received to average cash investment has 
been the least erratic of the four ratios under consideration, remaining 
at a high level during the whole period 1882 to 1930, the average dur- 
ing this period being 21 percent. This steady performance was due 
to the fact that dividends are amenable to the control of the company's 
board of directors. Some of the earnings of profitable years were 
reinvested in the business, and were then used to pay dividends when 
cash was available in some of the less profitable periods. As a result, 
dividends were passed in only 6 years during the entire 55-year period 
from 1882 to 1936, namely, in 1883, 1884, and 1932-35, inclusive. 

The ratio of the American Co.'s equity in the annual income of 
Western Electric to the American Co.'s average cash investment 
reflects the large profits which were made during most of the 55-jear 
period, particularly from 1882 to 1906 and from 1910 to 1930. For 
the whole period, 1882 to 1930, the annual average rate of return on 
this basis before appropriations for reserves was 28 percent and after 
such appropriations it was 23 percent. In the years 1882 to 1898 it 
was 73 percent. From 1899 to 1906 it was 140 and 133 percent, 
respectively. There was a recession during the years 1907 to 1909, 
when the equity of the American Co. in Western Electric Co. earn- 
ings showed only 4 percent return upon the American Co.'s invest- 
ment. From 1910 to 1915 the ratio of equity in annual earnings, 
before and after reserve appropriations, to average cash investment 
was 27 and 19 percent, respectively. During the years of severe de- 
cline in business from 1931 to 1936 there was a net deficit shown, 
although the years 1931, 1935, and 1936 showed a net income. Con- 
sidering the whole period, 1882 to 1936, including the 6 years of 
recession previously mentioned, the ratio of annual dividends re- 
ceived to American Co.'s average cash investment was 12 percent. 
The ratio of equity in annual earnings, before and after reserve ap- 
propriations, to such average cash investment was 14 and 1 1 percent, 
respectively. 
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Table 105 . — Annual rates of return on investment of American companies in slocks 
of Western Electric Co., Inc. (New York), and predecessor company, by periods 
of growth, years 1882 to 1936, inclusive . 




Ratio of 
cash 

dividends 

received 

to 

average 

cash 

invest- 

ment 

Ratio of equity in 
annual earnings 
to average cash 
investment 

Ratio of 
cash 

dividends 
plus in- 
crement 

Ratio of equity in 
annual earnings 
to average stock- 
holder’s equity 

Periods of growth 
(years) 

Description 

Before 

appro- 

priations 

for 

reserves 

After 

appro- 

priations 

for 

reserves 

in in- 
vest- 
ment to 
average 
cash 
invest- 
ment 

Before 

appro- 

priations 

for 

reserves 

After 

appro- 

priations 

for 

reserves 

(a) 

(b) 

(c) 

(d) 

(e) 

(0 

(g) 

(h) 

1882-08 

Gradual growth 

Very rapid growth. . 
Recession 

Percent 

20 

Percent 

73 

Percent 

73 

Percent 

75 

Percent 

17 

Percent 

17 

1890-1906. 

28 

140 

133 

138 

21 

20 

1907-09 

14 

4 

4 

7 

1 

1 

1910-15 

Recovery and re- 
sumption of grad- 
ual growth. 

Rapicf growth 

10 

27 

19 

21 

11 

7 

1916-27 

23 

26 

20 

26 

13 

10 

1928-30 

Very rapid growth. . 
Drastic decline and 

23 

26 

25 

27 

16 

15 

1931-36 

3 

(.3) 

(-3) 

(-2) 

(.2) 

(.2) 

SUMMARY 

partial recovery. 

i 

1882-1930 


21 

28 

23 

27 

13 

11 

1931-36 

— 

3 

iP 

(.3) 

14 

(•2) 

13 

(.2) 

12 

(2) 

12 

1936.... 


12 

1882-1936 


12 

14 

11 

13 

8 

7 






Parentheses denote red figures. 

Source: Exhibit 2090-B, table 80, p. 317; table 81, p. 323; table 82, p. 326; table 83, p. 327; and exhibit 
2090-C, schedule 4, sheet 1. 

The results obtained by the American Bell Telephone Co. and 
American Telephone & Telegraph Co., measured on the various 
bases included m table 105, are given graphic representation in chart 
15. 42 By whatever measure these results are viewed, the American 
Co. has received an unusually high return on its investment. On a 
much smaller volume of sales than during some previous periods, 
in 1936 and 1937 Western's reported profits were $18,698,049 and 
$19,514,197, respectively. Dividends received by the American Co. 
from Western were $16,406,431 in 1936 and $17,898,004 in 1937, 
equivalent to 11.38 and 12.41 percent, respectively, on its average 
recorded investment in common stock of Western for these years, 
and reflected results commensurate with the average performance of 
the whole period 1882-1936. 

The large profits made by Western were apparently a source of 
embarrassment to the American Telephone & Telegraph Co. manage- 
ment. As early as 1906 the matter was mentioned by F. P. Fish, 
president of American Telephone & Telegraph Co., to E. M. Barton, 
president of Western, when he wrote in a letter dated March 19, 1906: 

The Western Electric Co. is making too much money, and at the present time 
it would be enormously harmful to that company and to our general interests if 
it were known what its profits were. I trust that there will be no information 
given until matters are in better shape. 

I think it well for you to destroy this letter. 

The information which President Barton had given out for publica- 
tion was nothing more than a tabulation of the annual sales of the 

« Table 105 gives summary ratios for significant periods. Chart 15 presents the same information graphi- 
cally on an annual basis. 
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company for a period of years. This was in connection with a request 
from the Boston News Bureau for the following information: 

1. The amount of net earnings for a series of years back, year by year. 

2. The amount of capital stock outstanding during the same period. 

3. The number of shares in your company (Western Electric Co.) now owned 
by the American Telephone & ’Telegraph Co. 

President Barton advised President Fish that the request for this 
additional information had been ignored. 

Another indication of how the large earnings of the company have 
at times embarrassed its officials is given in a letter dated April 7, 
1915, from H. B. Thayer, president of Western Electric Co., to 
Samuel Scoville, Jr., of Philadelphia, Pa. This letter explains some 
of the reasons why the management of Western Electric Co. (an 
Illinois corporation) decided to reorganize the company and to incor- 
porate under the laws of the State of New York, as follows: 

There are various reasons why it is advisable for the company to make this 
change. One is that the taxation situation in Illinois is getting to be almost 
impossible. The laws are not clear and the application of them takes the form 
of a sort of legalized blackmail, particularly on the larger taxpayers. This law 
in the State of New York under which we propose to incorporate seems to be 
admirably suited for our purpose. We have wanted for some time to capitalize 
our surplus but have wanted to avoid the publicity of a “melon cutting.” For 
obvious reasons we want as little publicity to this proposition as possible, either 
before or after the event, which is ray reason for asking you to consider this in 
the light of a confidential communication from me. 

I have no doubt about this being not only to the advantage of the company 
but to the advantage of each individual stockholder. 

At the date of the above-mentioned reorganization, Western 
Electric Co.’s surplus and undivided profits amounted to approxi- 
mately $25,000,000, in addition to a reserve for contingencies of some 
$3,700,000. At the same date, the total outstanding capital stock 
consisted of 150,000 shares of common stock having a total par value 
of $15,000,000, which had been issued for the following considerations: 


Consideration : ^ mine 

License issued by American Bell $200, 000 

Cash and property 6, 050, 000 

Stock dividends. 8, 750, 000 


Total 15,000,000 


The so-called “melon cutting” was accomplished by organizing a 
new corporation, Western Electric Co., Inc. (New York), to take over 
the assets, liabilities, and business of Western Electric Co. (Illinois). 
The new corporation issued 150,000 shares of its $100 par value 6 per- 
cent preferred stock and 150,000 shares of its no-par value common 
stock in exchange for the 150,000 shares of $100 par value stock of 
the Illinois corporation. In its books of account, Western recorded 
the initial 150,000 shares of no-par value common stock at various 
amounts through transfers to and from surplus, the net effect to the 
end of 1936 being a transfer of $1,500,000 to the capital stock account 
as reflected in its annual report to stockholders for that year. 

For all practical purposes, the new corporation and its prodocessor 
company may be considered as one company. The new corporation 
contmued the same business carried on by its predecessor with the 
same personnel and the same assets and liabilities, with the exception 
of the changes in capitalization referred to in the preceding paragraph. 
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After the reorganization in 1915, the company’s earnings continued 
to grow even more rapidly than before. During the 12-year period 
from January 1, 1916, to December 31, 1927, recorded net income 
after appropriations for reserves amounted to $92,232,000. Regular 
cash dividends paid on common stock amounted to $8 per share per 
annum in 1916 and 1917 and $10 per share per annum from 1918 to 
1927. Total regular common and preferred dividends paid during the 
period from January 1, 1916, to December 31, 1927, aggregated 
$57,596,000, which accounted for 62.45 percent of the net income. 
Thus, total net income exceeded regular common and preferred stock 
dividend requirements during this period by $34,636,000, despite the 
maintenance of high dividend rates. 

The net earnings grew so rapidly that by 1924 the regular annual 
dividends of $10 per share, on the common stock outstanding at that 
time, absorbed less than half of the annual net income. Furthermore, 
budget indications were that earnings would continue to increase rap- 
idly during the next 4 or 5 years. The management desired to distrib- 
ute a larger proportion of its annual earnings but were anxious to avoid 
certain aspects of the publicity which would result from increasing the 
annual dividend rate above $10 per share. Consequently, a series of 
studies were begun in 1925 to determine how and to what extent the 
company’s capitalization could best be increased in order that larger 
dividend payments might be made without increasing the annual 
dividend rate. As a result of these studies, the shares of common 
stock outstanding were increased, first in September 1925, from 500,000 
shares to 750,000 shares by means of a 50 percent stock dividend, and 
again in May 1927, from 750,000 shares to 3,750,000 shares by means 
of a 5-for-l stock split. 

As a result of the first stock dividend the company was able to 
increase its annual dividend payments from $5,000,000 to $7,500,000 
without making any change in the annual dividend rate of $10 per 
share. Notwithstanding these increased dividend payments, oper- 
ating earnings and other profits continued to pile up and by 1927 the 
management evidently decided that the time had come for another 
“melon cutting.” 

On December 31, 1927, a special dividend of $48,750,000 was paid. 
American Telephone & Telegraph Co., as the holder of 98.34 percent 
of the outstanding common stock of Western Electric Co., received 
$47,938,865 of this dividend. 

As in the case of the previous “melon cutting,” the management 
made strenuous efforts to avoid adverse publicity in connection with 
this distribution, which amounted to $97.50 per share on the basis of 
the 500,000 shares of common stock outstanding before the stock 
dividend of September 1925; $65 per share on the basis of the 750,000 
shares outstanding after the stock dividend of September 1925, but 
before the 5-for-l stock split of May 1927; and $13 per share on the 
basis of the 3,750,000 shares outstanding after the split. 

From the figures in the preceding paragraph, it is quite evident that 
the stock split and, perhaps, the 50 percent stock dividend, were made 
in anticipation of this special distribution in order to enable the com- 
pany to refer to the distribution as a special dividend of only $13 per 
share. Even that amount per share seems to have required consider- 
able explanation in an attempt to justify the payment. The methods 
adopted in making this distribution, and the preparations which were 
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made far in advance of the actual payment in order to build up a 
defense for it, were elaborate and may be summarized briefly as 
follows: 

(a) In addition to the stock dividend and the stock split just referred to, the 
company announced in its annual report to stockholders for the year 1926 that a 
new subsidiary, Electrical Research Products, Inc., had been organized to take 
over that portion of the business and assets of Western Electric Co., Inc., not 
related to the manufacture and distribution of telephone apparatus and supplies. 

( b ) Effective January 1, 1927, the following assets were transferred to the 
Products Co.: 


Investments: 

Stock of Graybar Electric Co $6, 699, 000 

Stock of Northern Electric Co., Ltd . 1, 370, 000 

Stock of Western Electric Co., Ltd., of London. 1, 000 

$8, 070, 000 

Accounts receivable, less accrued liabilities 1, 299, 000 

Marketable securities (U. S. Government bonds) 30, 693, 000 

Cash 1,000,000 


Total 41,062,000 


Just what relationship the marketable securities and cash, amounting to $31,693,- 
000, had to “that portion of the Western Electric business and assets not related 
to the manufacture and distribution of telephone apparatus and supplies,” was 
not explained. 

(c) The Products Co. issued 750,000 shares of its no par value common stock 
to Western Electric as consideration for the assets shown in the above summary 
and certain patents, et cetera, which were carried at no value. 

(d) Western Electric valued the 750,000 shares of the Products Co.’s stock at 
$41,062,000, which was the recorded value of the assets given in exchange. 

(e) The Products Co. assigned a stated value of $1,000,000 to its 750,000 shares 
of no par value common stock outstanding and designated the remaining $40,- 

062.000 received from Western Electric as paid-in surplus. 

(/) During the year 1927, the Products Co. increased its surplus, mostly through 
the revaluation of its investments and the sale of certain options, from $40,062,000 
to approximately $50,250,000. 

(g) Out of this surplus, the “1 -year-old” Products Co. declared dividends in 
December 1927, amounting to $48,750,000. Payment was made in cash and 
marketable securities, substantially the same marketable securities which were 
originally received from Western Electric. This dividend reduced the net worth 
of the Products Co., as of December 31, 1927, to approximately $2,500,000, 
which was represented by the following: 

750.000 shares of no par value common stock at stated value of $1, 000, 000 

Surplus 1,500,000 


Total . 2,500.000 

( k ) Accordingly Western Electric reduced the recorded value of its investment 
in the Products Co. from $41,062,000 to $2,250,000 by charging the difference of 
$38,812,000 to surplus. Western Electric then distributed the $48,750,000 
received from the Products Co. to its own stockholders by means of a special 
dividend. 

(i) In its annual report to stockholders for the year 1927 Western Electric 
refers to this distribution as a special dividend of $13 per share, representing 
accumulated profits over a period of 40 years from its foreign business and from 
other business not related to the manufacture of telephone apparatus and supplies 

In summarizing the various methods used by the company in dis- 
posing of its surplus earnings (accumulated earnings in excess of the 
very liberal regular dividends), it is interesting to note how the changes 
in these methods followed the changing times, particularly in regard 
to the growing public sentiment that large corporations have no right 
to consider their affairs as strictly private matters in which the general 
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public has no concern. During the early years, the company made a 
practice of disposing of excess earnings through large and frequent 
stock dividends, and adopted a policy of secrecy in respect to its 
earnings and financial affairs, as evidenced by the letter of instructions 
issued by President Fish, of the American Co., to President Barton, 
of the Western Co. Prior to 1909, the company's annual reports to 
stockholders did not even contain a statement of earnings and expenses. 
After the company began including regular financial statements in its 

S ublished annual reports, it became necessary to explain any violent 
uctuations in earnings or in surplus. The first special distribution 
after this change in policy was accomplished by the reorganization 
and recapitalization of the company as explained in President Thayer's 
letter of April 7, 1915. The last and largest of these special distri- 
butions was made in December 1927, and was accomplished by the 
series of accounting transactions described. 

Summary. 

The facts developed in this chapter show that the Bell System has 
been an exceptionally profitable enterprise since its inception 60 years 
ago. The stockholders of the parent companies of the Bell System, 
namely, American Bell Telephone Co. until 1899, and American Tele- 
phone & Telegraph Co. since 1900, have participated, as equity 
owners, in high dividends and stock rights of this very profitable 
business. 

With the exception of the depression years 1932-35, the American 
Co. was able to accumulate a large surplus in spite of the liberal 
distributions to its stockholders. Even in those depression years the 
dividend requirements would have been covered fully by the net 
recorded income of the company, except for the fact that during 1929. 
1930, and 1931 a large number of American Co. shares were issued 
and the funds thus obtained were invested in plant. The construc- 
tion program was carried on because it had been planned before, and 
had already been partly executed when the business depression 
started. The inability of the American Co. to earn during the 
depression years enough to cover its dividend requirements was 
probably due as much to plant and capitalization expansion as to the 
decline m revenues. In 1929 the American Co.'s outstanding com- 
mon stock averaged 13,000,000 shares, upon which the dividend pay- 
ments at $9 per share were a little over $116,000,000; whereas the 
recorded net income during that year was $166,000,000, and the 
equity of the American Co. in the Bell Telephone System's net income 
was $198,000,000. In 1933 the dividend requirements, on account 
of expansion of capitalization by over 6,000,000 shares to 18,662,000 
shares, had grown to $168,000,000; whereas the net recorded income 
had declined in 1933 by about $29,000,000, from the high of 1929, 
to $137,000,000, and the Bell Telephone System net income available 
to the American Co. had declined by $84,000,000 to $114,000,000. 
Thus, with the same number of shares outstanding as in 1929, the 
American Co.'s equity in the net income of the Bell Telephone 
System would have been only $2,000,000 short of dividend require- 
ments in the depression year of 1933, whereas the recorded net income 
would still have exceeded the dividend requirements by $21,000,000. 
Instead, however, Bell Telephone System net income available fell 
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short of dividend requirements by $54,000,000, and net recorded 
income fell short by $31,000,000, because of expanded capitalization. 
This situation is merely the reflection upon the American Co.’s equity 
owners of the condition of expansion of plant of associated companies 
that was described in section 4 of this chapter. 

Thus, except for the enormous increase in plant investment and 
capitalization following the year 1929, the earning record of the 
American Co. for a long number of years appears to have been 
unusually high for a system engaged in rendering public service. 
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CHAPTER I 

CURRENT REGULATORY PROBLEMS 


The concentration of the Nation’s telephone business, and in par- 
ticular of its interstate telephone business, in the hands of the Bell 
Telephone System is such that, whereas the problem of regulation is 
one of large magnitude, it is relatively simplified by reason of this 
very integration, as contrasted with the railroad, "as, electric-power, 
maritime, and motor-carrier fields of Federal regulatory effort. The 
fundamental problem underlying the provision of effective regulation 
in the interstate telephone field appears to consist largely of develop- 
ing ways and means, as well as positive and effective machinery, for 
the continuous acquisition of the basic factual data, and of providing 
methods for the prompt and adequate digestion and analysis of such 
facts in such form and manner as to render Commission action thereon 
readily possible. 

Analysis of the experience of numerous State commissions in con- 
nection with telephone regulation has disclosed that, whereas many 
States have given serious attention to such problems over a consider- 
able period of years, they have at all times been seriously hampered 
in these efforts by the very organization of the Bell System, the parent 
corporation being beyond their jurisdiction, even from the fact- 
gathering viewpoint. 

With the enactment of the Communications Act of 1934, however, 
the regulatory situation was radically altered. Concentration of au- 
thority over all phases of interstate telephone operations in this 
country in the Federal Communications Commission, under a broad 
statutory mandate, for the first time brought before a single regula- 
tory body both the parent and the subsidiary entities of the Bell 
System’s corporate pyramid, and for the first time made possible the 
adequate amassing of basic facts in relation to all phases of that 
system’s Nation-wide operations. Ultimate facts not hitherto within 
the reach of the individual States are now obtainable through this 
Federal agency. 

During the course of, and as an integral part of the telephone in- 
vestigation, the Federal Communications Commission early in 1937 
undertook to develop the fundamental data and background material 
relative to basic interstate telephone rate and regulatory problems, 
particularly as such issues are affected by Bell System methods and 
practices. Such action was motivated and necessitated by facts 
already developed by the investigation staff, and approximately 10 
percent of the total appropriations of public moneys made available 
for this investigation by Congress was earmarked by the Commission 
and was used for the purposes of this specialized phase of the investi- 
gation. In this connection a * ‘telephone rate and research department” 
of the investigation was established directly following the conclusion 
of the series oi conferences between representatives of the Commission 
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and of the American Telephone & Telegraph Co. relative to the rates 
of that company’s long-lines department, which had resulted in the 
placing in effect, as of January 15, 1937, of interstate telephone toll- 
rate reductions aggregating slightly in excess of $12,000,000 per annum 
to the public. 1 

In general, the work of the telephone rate and research department 
thus created consisted in a detailed examination and analysis of the 
facts relative to telephone rates and practices already brought to- 
gether by the investigation staff; the gathering of additional facts of 
like character, and the development and analysis of particular legal, 
engineering, and accounting issues necessarily involved in the actual 
regulation of interstate telephone rates. Some of these issues (such 
as valuation, the rate base, the rate of return, and the treatment of 
depreciation) are common to all forms of public utility regulation; 
others (such as the allocation of telephone plant and expenses between 
localities and types of service; the “divisions” of revenues between 
operating companies and certain basic toll-rate structures) are pecu- 
liar to the telephone business, while still others (such as the “license 
contract” issue, Western Electric Co. prices and costs, and system rate 
“uniformity” problems) stem from the special characteristics and prac- 
tices of the Bell Telephone System. Certain of these issues have been 
given detailed consideration in tliis report. 

During the course of slightly over a year of active effort, this de- 
partment of the investigation brought together and analyzed a large 
Dody of data and records relative to numerous phases of interstate 
rates and to Bell System operations and methods. The development 
of a complete factual background in connection with all phases of 
these issues was, of course, not possible during the relatively brief 
period that the department was in operation. Enough data were 
gathered, however, and the problems at hand were sufficiently exam- 
ined to determine in what directions further emphasis seems required 
of the regulatory body, and also to determine the general course which 
future studies of such problems must apparently take. 

In addition to the issues above mentioned, examination was made 
of the general propriety of existing rate levels and the “spread” of 
existing rates as between different classes of users; of the problem of 
price and cost trends on telephone property and equipment; of Bell 
System general operating results, of certain short-haul rate problems, 
and of methods of determining the extent and “spread” of potential 
interstate rate adjustments. Several of these studies were made the 
basis for special reports, which were reproduced and distributed to 
State commissions and other interested persons. A list of these 
reports will be found in appendix 3. 

In its final report, the telephone rate and research department out- 
lined its activities and pointed out numerous problems which must 
be faced in the development of positive interstate telephone rate regu- 
lation, their general implications being discussed and further funda- 

• Durimr tho 2W years which have elapsed since this important rate adjustment, the telephone-using 
public of the United States has benefited from that reducMon to the extent of over $30,000,000, a saving 
which mav be contrasted with the total cost of this investigation of but $1,500,000. Nor doe? this take 
into consideration the other interstate and intrastate telephone rate reductions of at least equal aggregate 
volume which may indirectly have resulted from the pendency of the investigation and the facts therein 
developed. 
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mental studies being suggested . 2 The work of the Federal Communi- 
cations Commission through this department was exploratory in 
character, the reports in question having been developed as prelimi- 
nary studies in a complex field hitherto largely untouched by the 
operation of Federal administrative processes. While in no sense 
final, these reports and the other data accumulated by this depart- 
ment afford a background for future Commission action, and point 
the way toward the effective development of adequate and positive 
regulatory procedures in this highly specialized field. 

Early m the investigation, it was noted that, whereas the Federal 
Government had as early as 1910 (by the Mann-Elkins Act, 36 Stat. 
544) vested certain interstate telephone toll-rate authority in the 
Interstate Commerce Commission, such regulation had in practice 
proved largely nugatory partly by reason of the lack of an effective 
statutory mandate, but also because of a lack of ‘ ‘appropriations 
sufficient to carry on an investigation.” Indeed, such was the con- 
clusion of the Congressional Investigating Committee which reported 
on this situation in 1934. That committee had then reported that 
“at the present time there is little, if any, Federal regulation of the 
rates, practices, and charges of the several branches of the communi- 
cations industry,” but had added that: 

The importance of the (telephone) industry calls for actual and not nominal 
regulation. Telephone business is a monopoly — it is supposed to be regulated. 
Thus far regulation, particularly by the Federal Government, has been nominal 
largely because Congress has not made appropriations sufficient to enable the 
Interstate Commerce Commission to give effect to existing statutes . 3 

From its establishment in 1934, the Federal Communications Com- 
mission has endeavored, to the extent that appropriations and per- 
sonnel have been available, to develop methods and machinery in its 
regular staff departments for the continuous consideration of many 
of the legal, accounting, and engineering issues involved in interstate 
telephone regulation. For the first time in the country's history a 
complete set of interstate telephone toll tariffs has been brought to- 
gether through company filings; many rate inconsistencies have been 
called to the attention of the operating companies and have been 
rectified; accounting procedures and systems have been promulgated; 
reports and data have been accumulated; jurisdictional issues have 
been heard and determined; applications for construction permits 
have been considered, and in general the work of actual interstate 

* In this department’s final report these matters were discussed under the following headings: 

1. Fundamental legal problems involved in the regulation of interstate telephone rates. 

2. The rate of return problem, with special reference to the return properly allowable to the long-lines 
department. 

3. The problem of depreciation, both in connection with operating expenses, and as a factor in the rata 
base. 

4. The structure of and the philosophy underlying existing Bell System toll rates and practices. 

5. The problem of separation of property, revenue, and expense. 

6. The problem of divisions of toll revenue, where 2 or more companies participate in furnishing toll 
service. 

7. The problem of securing greater uniformity in Bell System interstate telephone rate schedules. 

8. The license contract problem, with special reference to servicing charges made against the long lines 
department of the American Telephone <& Telegraph Co. 

9. The problem of Western Electric Co. costs and prices. 

10. Detailed telephone rate studies, including stimulation factors in connection with rate adjustments, 
and types of potential rate adjustments. 

11. Interstate telephone toll operating data and results, including the problem of long-lines rental 
payments. 

* See Preliminary Report on Communications Companies (H. Kept. No. 1273, 73d Cong. 2d sess. 1934) 
submitted pursuant to H. Res. 59, 72 1 Cong., 1st sess. ( 1932 ), and fl. J. Res. 672, 72d Cong., 2d sess. (1933), 
commonly referred to as the “Splawn Report.” 
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telephone rate and service regulation under the mandate of the statute 
has been commenced. 

It has become apparent, however, not only as a result of this day- 
by-dav regulatory effort, but also as a result of the telephone investiga- 
tion that the issues involved in the regulation of interstate telephone 
rates are broad as well as intricate, and that highly organized effort 
will be essential to any adequate or effective permanent regulatory 
procedure. Efficient machinery for the gathering, digesting and pres- 
entation of all necessary facts must be devised and brought into 
continuous operation, and a carefully developed administrative organ- 
ization must be set up in order to perform these specialized functions. 
The Splawn report of 1934 disclosed that Federal attempts to regulate 
interstate telephone operations prior to that date had proved largely 
ineffective because of (1) the lack of an adequate statutory back- 
ground, and (2) the lack of adequate funds to carry on the effort in 
question. The first of these two elements was supplied by the Con- 
gress through the enactment of the Communications Act of 1934. In 
order to enable the Commission thus created to carry on and properly 
develop the exploratory work of the telephone investigation and to 
create the necessary machinery to carry out this mandate of Congress, 
provision for the other element must also be made. 

In other words, it is apparent that effective interstate telephone rate 
regulation must primarily depend upon the provision of sufficient funds 
to give effect to the existing statutes, for the regulation of even the 
interstate phases of a $6,000,000,000 Nation-wide industry demands 
an adequate force of experts trained and experienced in all phases of 
the problems at issue. The work of the telephone rate and research 
department of the telephone investigation may be considered as having 
been largely exploratory in character. The field was surveyed and the 
general limits of potentially essential organization and effort on the 
part of the Federal regulatory body were broadly delimited. In the 
department’s published reports many of the special issues which 
confront the Federal regulatory authorities have been outlined; in the 
telephone investigation other problems were given detailed attention; 
the regular staff of the Commission has also brought together essential 
material and has attacked numerous individual problems, and the 
Commission is now possessed of basic data and has projected methods 
of operation upon which it may erect an adequate regulatory structure, 
dependent at all times upon the appropriation of funds sufficient to 
enable it to give full effect to the statute under which it operates. 

The organization of the telephone rate and research department of 
the investigation enabled the Commission to give practical force dur- 
ing the course of the investigation to much of the material which had 
been gathered by the investigatory staff. This material was amplified 
through the efforts of the rate and research group, and, together with 
the additional data brought together by other members of the investi- 
gation staff and of the regular staff, affords an ample basis for the 
development of effective and continuous regulatory practices and 
machinery after the conclusion of the investigation. Only by means 
of the creation of such machinery may the work done by the investiga- 
tion’s staff, the facts brought out by the investigation, and the efforts 
already undertaken by this Commission in the direction of actual 
regulation be given positive significance in the future. 
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CHAPTER II 

SUMMARY AND FINDINGS 


Corporate History of the Bell System. 

The history of the corporate development of the Bell System com- 
menced with the ownership of basic or essential telephone patents by 
the parent company, acting first as licensor under such patents, and 
later also as owner of companies furnishing telephone service. The 
first licensees were, in general, individuals, partnerships, or companies, 
independent of the licensor, financed by interests local to the com- 
munity in which they were licensed to furnish telephone service. 
The hcenses were granted originally for a limited period, usually 5 
years, and the licensor obtained an option to take over the licensee’s 
business under conditions specified in the license. In 1882 the parent 
company adopted the policy of exchanging the short-term licenses for 

f iermanent licenses, receiving a substantial stock interest in the 
icensees as a consideration, thereby obtaining a vested interest in 
the business of furnishing telephone service as distinguished from its 
previous position as merely a licensor under patents. The interest in 
the operating companies acquired by the parent company under the 
provisions of the permanent license was increased through various 
means, including outright purchase of stock, in addition to the exer- 
cise of its preemptive rights. The present associated companies of 
the Bell System, usually covering entire States or groups of States, 
are the result of many mergers and consolidations in which the parent 
company of the Bell System consistently followed the policy of in- 
creasing its interest in the business of furnishing telephone service. 
The parent company has always reserved to itself that part of the 
operating telephone business relating to the furnishing of long- 
distance telephone service connecting the territories of tne various 
licensees. Throughout the history of the Bell System the changing 
corporate structures have involved a parent company, subsidiaries, 
and subsidiaries of subsidiaries, but in general the practice of pyramid- 
ing securities of the various companies, as practiced by certain other 
utilities, has not been indulged in. 

In 1881 the American Bell Telephone Co. acquired control of the 
reorganized Western Electric Manufacturing Co. for the announced 
purpose of assuring itself of a dependable source of supply of tele- 
phones and telephonic appliances. The reorganized company, West- 
ern Electric Co., and its successor, have continued as the manufactur- 
ing and supply department of the Bell System since that time. There 
are a number of subsidiary companies within the Bell System organized 
for the purpose of carrying on various activities, such as Bell Tele- 

S hone Laboratories for research and development work; Electrical 
Research Products, Inc., for the exploitation of byproducts of re- 
search and development; and other corporations organized to hold 

573 


Digitized by 


Google 



574 INVESTIGATION OF THE TELEPHONE INDUSTRY 

and manage certain real estate and buildings occupied by the ad- 
ministrative and research departments. There are also 30 corpora- 
tions organized for the purpose of holding title to the property of the 
long lines department of the American Telephone & Telegraph Co. in 
certain States. There have been a number of other companies organ- 
ized and dissolved during the history of the Bell System. 

The corporate history of the successive parent companies shows 
only two occasions (in 1880 and in 1900) when surplus was capitalized 
by reorganization. The total amounts of these capitalizations of 
surplus, while significant as of the dates when consummated are, 
however, relatively small as compared with the financing from the 
sale of stocks and bonds of the holding company. 

The corporate history of the associated companies has involved 
many consolidations and mergers but the scope of the present inves- 
tigation was not large enough to undertake to analyze the effect of all 
of these. In the organization of the New England Telephone & 
Telegraph Co. there occurred substantial capitalization of intangibles. 
To what extent the same condition may have prevailed in the case of 
the remaining associated companies was not determined. 

Growth of the Bell System. 

The growth of the Bell System, measured in various ways, reflects 
the policy of the management during successive periods. From its 
early days, until the expiration of the basic patents, the growth was 
relatively slow, there being only 310,000 stations in service at the 
end of 1895. During this time the patent monopoly was in force and 
high rates for service prevailed, resulting in limited development and 
high profits to the operating companies and to the licensor company. 
With the expiration of the basic patents and the rise of competition, 
the picture changed rapidly. In meeting competition, rates were sub- 
stantially reduced and the market broadened. The number of tele- 
phone stations and amount of telephone plant grew rapidly so that in 
1920 there were 8,334,000 stations, with an annual revenue of $458,- 
000,000, as compared with 310,000 stations with an annual revenue of 
$24,000,000 at the end of 1895. During the 1920 decade the com- 
petitive situation was harmonized to a great extent. The economic 
developments during this decade further encouraged telephone de- 
velopment with the result that by 1930 the number of telephones had 
increased to 15,682,000 and the annual revenue to $1,152,000,000. 

The general business decline following 1929 inevitably reacted on 
the telephone business, resulting in a decrease in the number of 
stations in service to 13,100,000 at the end of 1933, together with 
a great diminution in the extent of the use of toll facilities. At 
the end of 1937 there were 15,729,000 stations in service, which 
exceeded the previous peak of 1930 and reflected the improvement in 
business conditions since the low 7 point of the depression in 1933. 

The growth of the Western Electric Co., the manufacturing and 
supply department of the Bell System, paralleled that of the operating 
companies. During the period from 1882 to 1929, the recorded total 
assets of the Western Electric Co. increased from $1,114,000 to 
$308,721,000. Sales in 1886 amounted to $1,382,000, and in 1929 to 
$410,950,000. During the depression Western Electric sales declined 
in 1933 to a low point of $69,511,000. By 1937 Western Electric 
Bales had again increased to $203,000,000. 
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Corporate and Capital Structure of the Bell System. 

In the present corporate structure of the Bell System the American 
Telephone & Telegraph Co. is the parent organization, as well as the 
direct owner and operator of the interstate telephone facilities inter- 
connecting the exchange and toll facilities of the associated and con- 
necting companies. This company controls, through ownership of 
voting stock, 21 operating telephone companies commonly known 
as the associated companies. 1 It also owns the Western Electric Co. 
which is the manufacturer and supplier for the system. The Bell 
Telephone Laboratories, Inc., jointly owned by the American Co. 
and the Western Electric Co., carries on research and development 
work for the system. Electrical Research Products, Inc., a wholly 
owned subsidiary of the Western Electric Co., licenses non telephonic 
products under patents owned by the system. These are the more 
important component companies of the Bell System. There were in 
all, at the end of 1934, 273 corporations in which the American Co. 
either had direct or indirect ownership of 10. percent or more of the 
voting securities, or had potential control through various other means. 
In 181 of these companies the American Co.’s ownership of the out- 
standing voting securities was 50 percent or more. Of these 181 com- 
panies 29 were inactive; 104 were telephone companies; and 48 were 
engaged in various nontelephonic fields. Twenty-one of these 
nontelephonic subsidiaries operate in foreign countries. 

The corporate structure of the Bell System, although involving a 
large number of operating companies, is simple in comparison with 
many other enterprises of smaller magnitude; and does not, so far as 
our investigation discloses, enable it to evade taxation. 

Regulation of telephone rates, as a whole, including rates for 
exchange, intrastate toll, and interstate toll and other communication 
services, is a complicated problem. It would be complicated under 
any circumstances since the integrated method of rendering the service 
requires the allocation of property, revenue, and expenses among 
different types of service. The difficulty is inherent in the nature 
of telephone service itself and in the divided responsibility for regula 
tion of interstate and intrastate rates; and is to a great extent inde- 
pendent of the corporate structure employed. However, this cor- 
porate structure is such that individual States have frequently found 
themselves largely unable to secure essential and fundamental factual 
data in respect to numerous telephone regulatory problems, such as 
reliable manufacturing cost data and “license contract” costs. Only 
a Federal regulatory agency may effectively exercise the inclusive 
investigatory and regulatory jurisdiction over all of the essential 
members of the Bell System’s corporate aggregate that will render 
possible adequate development and presentation of the facts in this 
connection. 

The relationship of the various instrumentalities constituting the 
Bell System is the result of stock ownership supplemented by agree- 
ments. The relationship of Western Electric Co. to the operating 
units of the Bell System is such that opportunity is afforded for pyra- 
miding of profits. If Western Electric Co. has made excessive profits 
on its sales of materials and equipment for the construction of operat- 
ing telephone plant and if rates for service are adequate to earn a fair 

i There are 23 associated companies but in 2 the stock ownership of the American Co. Is less than a majority. 
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return on the cost of such property, a double profit to the holding 
company will result; first, from the manufacture and sale of telephone 
equipment and, second, from the earnings of the operating company. 
The courts have held that Western Electric prices are not controlling 
in the determination of either investment, reproduction cost, or fair 
value of property of operating telephone companies in the Bell Sys- 
tem; and that reasonable costs of manufacture plus a fair profit, 
rather than the prices charged by Western should be the controlling 
cost factors in determining fair value for rate making purposes. 
This declaration by the courts lays a foundation for the solution but 
does not solve the problem of determining the reasonableness of West- 
ern Electric prices, as they are reflected in investment accounts and 
reproduction cost estimates relating to individual operating companies, 
since the records of Western Electric do not readily lend themselves 
to analysis for this purpose. 

Management and Control of the Bell System. 

The nature of control of the parent company of the Bell System 
falls into three general types during successive periods: First, the period 
during which the owners of the business were its officers and direc- 
tors; second, the period during which the stock became more widely 
dispersed due to the inability of any small group to supply the capital 
needs of an enterprise of the magnitude of the Bell System, and during 
which period control was exercised by a particular group or groups of 
stockholders having substantial interests; and third, a period which 
may be characterized as “control by the management.” 

During the early period the stock of the parent Bell Co. was very 
closely held by a few individuals, who, as directors and executive 
officers, controlled the corporate policies. With the necessity for 
financing expansion, the stock ownership in the parent company be- 
came dispersed and the executive officers were selected by large stock- 
holders and persons wnth substantial financial interests in the company. 
As the stock became more widely dispersed, it became increasingly 
difficult for any group of stockholders to control the selection of the 
executive personnel and in later years the management has been suc- 
cessful in perpetuating itself, through selection of directors and their 
election through proxy machinery. It is significant of the present 
dispersion of American Co. stock, that no individual stockholder 
holds as much as 1 percent of the more than 18,000,000 shares of 
American Co. stock outstanding. The stockholders, of course, still 
legally control the parent company, the American Telephone & Tele- 
graph Co., but the actual selection of executive personnel has been 
made over a long period of years by the management itself as repre- 
sented by the executive officers and the directors. 

The central management of the Bell System represented by the 
directors and the executive officers of the American Co., and of the 
predecessor parent companies, has controlled the functions and opera- 
tions of the system through various means: First, through the original 
short-term licenses under the basic Bell patents, through which local 
capital was obtained for the early exploitation of the telephone com- 
munications field ; and later, through the perpetual licenses whereby 
the parent Bell Co., as licensor, not only derived substantial profits 
under the licenses, but also obtained a substantial vested interest in 
the communications business through stock ownership in the licensees. 
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This policy has been continued and now the parent Bell Co. owns 
voting-stock control of all except two of the operating licensee com- 
panies. In most cases, the ownership of voting stock by the American 
Co. is practically 100 percent of the outstanding voting stock. Some 
of the American Co.’s subsidiaries exist as separate corporate entities 
iii order to satisfy legal requirements for the operation of telephone 
companies in various States. This is particularly true of the 30 
corporations organized to own certain of the interstate toll properties 
of the long-lines department. These latter corporations have no 
function except to own the physical property of the long-lines depart- 
ment in the particular States involved, which is leased to the American 
Co. (long-lines department) for operation on a basis whereby the long- 
lines department obtains all the revenues and pays all the expenses of 
the individual State corporations. These revenues and expenses are 
not separately accounted for as to each of the 30 corporations. 

The operations of the Bell System are directed by the officers of the 
American Co. through a system of informal instructions, suggestions, 
and recommendations from the heads of its departments to operating 
officers of the subsidiary associated companies. The separate cor- 
porate entity of the associated companies may be said to be merely a 
legal fiction from the standpoint of the practical direction of every 
operating function of the entire Bell System. This right of direction 
is, of course, inherent in the majority stock ownership. Under the 
exercise of these rights the American Co.’s direction of the sub- 
sidiary associated companies’ operations extends even to the selection, 
promotion, and remuneration of their executive and administrative 
personnel. The effect of these conditions has been to make the per- 
sonnel of these subsidiaries so highly sensitive to the parent company’s 
staff that, in general, the expression of opinions or definite suggestions 
on the part of responsible members of the American Co.’s staff are 
accepted as controlling decisions by the executives and supervisors of 
these companies. 2 

Although representatives of the Bell System operating companies, 
and even of the American Telephone & Telegraph Co., have frequently 
asserted before State regulatory bodies that the respective operating 
companies of the system are to a large degree “independent,” the 
fact remains that in respect to practically eveiy detail of management, 
operation, and corporate policy the control exercised by the parent 
corporation and its representatives is stringent and singularly effective. 
From all points of view except that of bare legal corporate organiza- 
tion, the Bell Telephone System constitutes a single, unified under- 
taking, with effective Nation-wide control centered in officials of the 
American Telephone & Telegraph Co. 

During the development of the telephone industry to its present 
size it has passed through changes in control from the condition under 
which the directors and officers held all or a majority of the stock of 
the company to the condition in which no stockholder or small group 
of stockholders is able to direct the policy of the company and there- 
fore the control and management becomes the function of a group of 
self-perpetuating executive officers who select their own successors 
and prospective members of the board. This transition apparently 

* In the case of two of the associated companies, the Cincinnati & Suburban Bell Telephone Co. and the 
Southern New England Telephone Co., the American Co. does not own control of the voting stock, but does 
have license contract relations with these companies, which are discussed later. 
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was completed with the management reorganization in 1907 which 
has been self-perpetuating since that date. 

Management control of the associated companies by the officers 
of the American Telephone & Telegraph Co. has been made effective 
through written instructions, recommendations, and suggestions 
covering methods and practices, which are accepted as orders by the 
associated companies. The centralized management exercised by the 
general department of the American Co. controls the cost of property 
and operating costs of the Bell System operating companies to an 
extent which makes it extremely difficult for State Commissions to 
obtain a valid measure of the reasonable cost of telephone service. 
This American Telephone & Telegraph Co. management controls the 
prices of telephone apparatus and equipment purchased by the 
operating subsidiaries through its ownership of the Western Electric 
Co.; it controls changes in operating plant through joint ownership 
with Western of the system's technical unit, the Bell Telephone 
Laboratories; and it controls plant construction costs and operating 
expenses of the local companies through selection and standardiza- 
tion of plant construction and maintenance practices, traffic operating 
methods, commercial forecasts and long-range planning, and depre- 
ciation charges included in operating expenses. Because of this 
centralized management, effective State regulation cannot be accom- 
plished by reliance entirely on records of the as^ociated‘compani6s,l>ut 
involves examination of the records of the American Co., Western 
Electric, and Bell Telephone Laboratories, with respect to which 
State jurisdiction is limited. Hence effective regulation can be 
accomplished only by cooperative effort of State commissions and 
the Federal Communications Commission. 

Elimination of Competition. 

The Bell System has consistently pursued the policy of obtaining 
control of a Nation-wide unified telephone system. Since its incep- 
tion the watchword has been “One System, One Policy, Universal 
Service." In achieving its present dominant position, the Bell 
System has been successful in the elimination of effective competition. 
There is today no competition, worthy of the name from the Nation- 
wide standpoint, with the unified Bell System. 

The Bell System dominance in the telephone field was first threat- 
ened by the Western Union Telegraph Co., which owned control 
of patents under which it developed commercial telephone service in a 
large number of communities, in many cases in competition with Bell 
licensees. This threat was eliminated through the execution of the 
1879 agreement between the National Bell Telephone Co. and the 
Western Union group. 

During the period subsequent to the execution of the agreement 
with the Western Union Co. in 1879, and prior to the expiration 
of the basic Bell patents in 1893 and 1894, the Bell System enjoyed 
a monopoly in the telephone communications field due to its patent 
position. During this period attempts to compete with the Bell Sys- 
tem were met with infringement suits, in which the Bell System was 
the successful party. With the expiration of the basic Bell patents 
in 1894 competition became active and by 1907 the number of inde- 
pendently owned telephones had reached almost 2,987,000, substan- 
tially equal to 3,132,000 stations then owmed by the Bell System. 
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The Bell System attempted to overcome such competition by various 
means: First, by an unsuccessful attempt to perpetuate its patent 
position through the Berliner patent on the microphone and through 
telephonic-appliance patents of the Western Electric; second, by 
rapid expansion of facilities to meet the competition of the inde- 
pendents and during 1907-13, through acquisition of competing 
systems and the prevention of financing of competitors through the 
influence of the Baker-Morgan banking interests, which were the 
financial sponsors of the Bell System. During the period 1912-21, 
Bell System policy of acquiring independents was modified to some 
extent in response to anticipated activities of the Department of 
Justice under the antitrust laws. The Bell System agreed, in the 
Kingsbury commitment, in effect, (1) to connect its interexchange 
toll facilities with all independent exchanges upon request; (2) to 
acquire no further competitive independent companies except upon 
a basis whereby Bell System would release as many Bell-owned 
stations as it might acquire from independents. It also provided 
for the sale by the American Co. of its lately acquired substantial 
stock interest in the Western Union Telegraph Co. 

The conditions of the Kingsbury commitment proved unsatis- 
factory to both the Bell and independent companies and made it 
difficult to satisfy public demand for the elimmation of duplicate 
telephone service. The Willis-Graham Act, adopted in 1921, was 
designed to permit the Bell and independent companies to adjust 
competitive conditions on a mutually satisfactory basis without 
running the risk of violating the antitrust laws. The passage of the 
Willis-Graham Act was followed by the Hall memorandum of June 14, 
1922, setting forth the American Co.’s policies with respect to the 
acquisition of independent properties and with respect to the general 
relations between the Bell System and independent companies. 

Since the date of the Hall memorandum the relations between the 
Bell System and the independents have been characterized not only by 
an attitude of cooperation on the part of Bell companies with inde- 
pendents in certain matters, but by a continuance of practices with 
respect to acquisition of independent properties and the divisions 
of revenues from interchanged business which are criticized by the 
independents as being inequitable. At the end of 1936 there were 
18,516,21 1 telephone stations in the United States, of which 14,827,755 
were Bell-owned, and 3,688,456 independently owned. 

In the manufacturing field, the Western Electric Co. sells approxi- 
mately 90 percent of all telephone apparatus, equipment, cable, and 
supplies sold in the United States. The remaining 10 percent is 
divided mainly among seven independent manufacturers. A sub- 
stantial portion of the telephone apparatus and equipment manu- 
factured by independent manufacturers is purchased by Western 
Electric Co. for resale to the associated companies. 

Attempts at this late date to develop a strong, independent tele- 
phone system to compete with the Bell System would be futile. Protec- 
tion of the rate-paying public by means of effective competition is now, 
and for a number of years has been impossible. Protection of that 
interest must be accomplished through effective governmental regula- 
tion of the telephone industry. Due to the Nation-wide nature of the 
telephone interests represented by the Bell System and the interre- 
lation of the intrastate and interstate activities of the system, coopera- 
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tive efforts by the Federal Communications Commission and the 
State regulatory authorities are essential. This Commission may 
seek effectively to regulate interstate matters, including the manu- 
facture and sale of telephone apparatus and equipment. Also, if 
properly manned and adequately financed, the Commission may 
render mvaluable assistance to State regulatory commissions in sup- 
plying data essential to regulation of local telephone rates, services, 
charges, and practices, which data, because of jurisdictional limita- 
tions, State commissions have had difficulty in securing. The 
problem of regulating the Bell System is simplified because it entails 
supervision of a single unified Nation-wide utility service despite its 
varied corporate forms and diverse activities. 

The License- Service Contract. 

The license-service contract entered into between the parent Bell 
Co. and the operating telephone companies was an important instru- 
ment in the development of the Bell System. The contracts were, in 
the early days, not only the important source of revenue of the parent 
company, but were the foundation for control of the operating tele- 
phone companies. The present contract provides for the use of 
devices covered by Bell System patents and for the furnishing of 
certain services by the parent company to the operating company. 
Since the parent company now controls all but two of the associated 
companies by reason of majority stock ownership, the importance of 
the license-service contract today from the standpoint of regulation 
of telephone rates is the reasonableness of the payments made for 
services allegedly rendered by the parent company. 3 

The amounts paid by the operating companies as fees under the 
license-service contract were designated as rentals for telephone instru- 
ments and stated on a basis of a specified amount per instrument 
through 1901. Since that year, the basis for the payment of such 
fees has varied from 4 % percent of gross revenues in 1902 to 1^ percent 
at the present time. Until 1927, payments by the operating com- 
panies under the license-service contract included rental of telephone 
instruments owned by the American Co. The instruments were sold 
to the operating companies at the end of 1927 and the fee was reduced 
from 4 to 2 percent, and was further reduced to 1 percent in 1929. 
The telephone instruments were sold to the associated companies at 
a price which was $14,000,000 in excess of the recorded book cost to 
the American Co., less the reserve for accrued depreciation. 

The services allegedly rendered by the American Co. to the operating 
companies, and for which it is compensated through payments under 
the license-service contract, are development and research, operation 
and engineering, patent protection, accounting, financing, and legal 
advice and assistance. In 1936 the operating companies made pay- 
ments under the license-service contracts in the amount of $14,857,382. 
This amount measures the extent to which operating expenses of the 
local companies have included the cost of research, development, and 
other activities of the American Co. The difficulty in determining 
the appropriate amount to be included in the operating expenses of 
the associated companies for the services rendered by the American 
Co. arises because the American Co. performs numerous functions in 
its capacity as owner of the associated companies, the cost of which 

1 Other aspects of the license-contract relationship are discussed under ehs. 7, 8 , and M. 
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should be met by American Co. stockholders and not included in 
operating expenses of the associated companies. No satisfactory 
method of segregating and separately accounting for the cost of these 
various activities has as yet been developed. 

The American Co. should be required to keep its accounts so as to 
show (a) the disbursements made by it on behalf of the operating 
units under license-service contracts and (6) the disbursements assign- 
able to its corporate activities as a holding company. 

Today, with the exception of the contracts between the American 
Co. and the Cincinnati & Suburban Bell Telephone Co., and the 
Southern New England Telephone Co., the license-service contracts 
must be interpreted in the light of the fact that the American Co. 
is substantially the sole stockholder of each and every one of the 
associated companies. In view of this relation this contract should 
primarily be construed in rate proceedings as a definition of operating 
practices between departments of the same enterprise, rather than 
as a bona fide contract between independent parties dealing at arm's 
length. As a result the problem is one of properly dividing the costs 
incurred under the contract between the parties thereto, rather than 
being a question of the validity of the contract. 

The license-service contract covers not only the furnishing of services 
by the American Co., but also division of revenues on business handled 
jointly by the long-lines department of the American Co. and the 
other operating companies of the Bell System. This aspect of the 
license contract is of far greater importance and significance than the 
service aspects of the contract. The service aspect of the contract 
involves license-contract fees of about $15,000,000 a year. The divi- 
sion of interstate toll revenue involving approximately $125,000,000 
a year may have a decided effect on the disclosed operating profitable- 
ness of a particular associated company and of the parent company. 

The equitableness of present and past revenue-division practices 
has never been fully investigated by any regulatory body, although 
considerable data were developed during the course of the special 
investigation and State commissions have made studies on this sub- 
ject. This subject will receive the Commission's further attention 
at the earliest practicable date. 

Research. 


The invention of the telephone itself and the many subsequent 
advances and improvements in the art of telephony have all been 
effected through processes of scientific research. During the early 
days following the invention this research was directed primarily to 
the development of apparatus and equipment necessary to make the 
invention practical and commercially useful. With the increase in 
the number of telephones and the distances over which telephone 
service was available, it was necessary to broaden the scope of re- 
search so as to increase basic knowledge of the nature of speech and 
the characteristics of voice transmission by all practical means, both 
wire and radio. This necessity ultimately led to the organization of 
the Bell Telephone Laboratories, Inc., in which the research activities 
of the Bell System are at present centered. It is jointly owned by 
the American Co. and Western Electric Co. Its activities are con- 
cerned with fundamental research and the development of devices 
and methods for use in the Bell System. The expenses of the labora- 
tories are borne principally by American Telephone & Telegraph Co. 
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and Western Electric Co. The license-contract payments by the 
operating companies to the American Co. are more than sufficient 
to cover the portion of Laboratories* expenses charged against the 
American Co. In certain instances the activities of the Laboratories 
have resulted in developments useful in fields other than telephone 
communication and, in some of these instances, a portion of the cost 
of operating the Laboratories has been charged against those exploiting 
the device. 

The expenditures by the Bell System for research are designed to 
insure the protection of its investment in the telephone-communica- 
tions field by keeping abroast or ahead of developments in the art as 
well as in any potentially competitive fields, and as such they may be 
considered as properly payable by the stockholders from income rather 
than as operating expenses of the operating companies. From the 
standpoint of the telephone subscribers, the research activities of the 
Bell System have resulted in vastly improved service, and no criticism 
is intended of the policy adopted of making such expenditures in the 
interest of improved service. 

The expenses incurred in the operation of Bell Telephone Labora- 
tories, Inc., are borne by the American Telephone & Telegraph Co. 
and Western Electric Co. and indirectly by the associated operating 
companies through payments to the American Co. under the license- 
service contracts and purchase of equipment and apparatus. It may, 
therefore, be said that most of the cost of operating Bell Laboratories 
has been included in the expenditures of the operating telephone com- 
panies. Subscribers pay for telephone service and not for any of the 
component parts of the cost of rendering such service . 4 Therefore, 
it cannot be said that the telephone subscribers have paid directly 
the cost of the research and development for telephone equipment. 
It must be recognized, of course, that nearly all revenues of the Bell 
System result from charges paid by telephone subscribers and, since 
such revenues have been sufficient to cover all operating costs and 
provide substantial profits, it is self-evident that the funds expended 
for research have come from payments by subscribers. The Ameri- 
can Co. makes a segregation of the expenditures of Bell Laboratories 
as between what it terms telephone activities and nontelephonic ac- 
tivities. Thus, there is at least an attempt to segregate costs of re- 
search which bear directly upon telephone service from those which 
are not so directly related. The so-called telephone activities of 
the laboratories are the basic source from which many of the nontele- 
phonic products result. The American Co. does not assign any por- 
tion of this initial research cost, attributed to telephone activities, to 
these nontelephonic byproducts and neither does it account for the 
royalties, or other profits, resulting from these byproducts in deter- 
mining the revenue requirements from telephone service. This 
position is inconsistent. Either a portion of the fundamental re- 
search cost on telephone activities must be assigned to the non- 
telephonic byproducts or the royalties and other profits from by- 
products must be equitably considered in determining telephone- 
service-revenue requirements. 

* Board of Public Utility Commissioners et al. v. New York Telephone Co. t 271 U. 8. 23. 
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Patents. 

The patent structure of the Bell System has grown from the 2 
original Bell patents to a structure involving the ownership of more 
than 9,000 patents and rights under an even greater number of patents 
owned by others. From the beginning, control over Bell oystem 
patents has been centralized in the parent company of that system. 

Prior to the expiration of the Bell patents the system had estab- 
lished the policy of acquiring all patents and patent rights related to 
communications deemed by it essential for the maintenance of its 
position in the communications field. 

Prior to 1908 the Bell System vigorously prosecuted patent suits 
against telephone companies engaged in telephone-exchange service to 
the public. Later, these infringement suits were discontinued and 
the Western Electric Co. was permitted to sell telephone-exchange 
equipment and certain types of toll equipment to the public under 
such restrictions as the American Co. might impose from time to time. 

The Bell System has at all times maintained a controlling patent 
position as to equipment and instrumentalities necessary for render- 
ing efficient and economical long distance telephone service to the 
public. The system has also maintained patent control of public 
service in two-way radio telephony. In 1930 the system obtained 
control of the manufacture and sale of the teletypewriter; and in 
recent years has maintained control of devices considered necessary 
for the economical operation of broad-band-carrier systems over 
coaxial cables. The bell System has maintained complete patent 
protection as to the types of automatic exchange equipment stand- 
ardized for the telephone operating companies. The Bell System also 
obtained a strong patent position in sound motion pictures and a like 
patent position in sound amplifiers for public address and theater 
purposes. 

By virtue of its policies and practices concerning the acquisition of 
patents and patent rights, the Bell System has continuously held 
from year to year a large number of unused patents. Patent suppres- 
sion is commonly understood to mean ownership or control of patents 
and the intentional nonuse thereof. With the Bell System the non- 
use of patents has resulted in part from acquisitions to protect and 
maintain as near as possible a complete occupation of the telephone 
field, both as to services to the public and as to the manufacture of 
equipment therefor. 

For the purpose of maintaining the exclusive right of manufacture 
and sale of patented equipment of the Bell telephone operating com- 
panies, Bell System patent rights are so divided under mtercompany 
contracts and agreements that the operating companies obtain the 
right to use patented methods and equipment made available to them, 
while the manufacturing subsidiary of the Bell System (Western Elec- 
tric Co.) obtains the exclusive right to manufacture and sell under 
said patents, thereby compelling the operating companies to purchase 
their equipment covered by Bell System patents from the Western 
Electric Co. 

Wliether patent rights held by the Bell System are acquired by 
purchase or result from research and development, the expense thereof 
is born either directly or indirectly by operating licensee companies. 
The manufacture and sale of patented equipment to the operating 
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companies of the Bell System, as provided for in the intercompany 
contracts and agreements respecting Bell System patents, places in 
the hands of the Western Electric Co. the exclusive right to manufac- 
ture and sell all equipment covered by Bell System patents to tele- 
phone operating companies that do substantially 90 percent of the 
telephone business in the United States. This system of manufac- 
ture and sale of equipment may be repugnant to the spirit of the 
antitrust laws of the United States. 5 Such a condition also intro- 
duces a problem in the complete and proper regulation of the tele- 
phone industry, i. e., it eliminates any possibility of the Bell tele- 
phone operating companies securing equipment covered by Bell Sys- 
tem patents on a competitive bidding basis, and thereby renders 
impossible the securing of significant comparative prices upon equip- 
ment included in the rate base underlying 90 percent of the telephone 
business in the United States. 

The “cross-licensing agreements” in which the American Co. and 
the Western Electric Co. constitute the “telephone group” and the 
General Electric Co., the Radio Corporation of America and the 
Westinghouse Electric & Manufacturing Co. and other companies 
constitute the “radio group,” represent the most extensive licensing 
of others under Bell System patents that has occurred in the history 
of that system. But these cross-licensing agreements do not rep- 
resent a free exchange of licenses between the companies concerned, 
in that the chosen fields of the “telephone group” and the chosen 
fields of the radio group are kept intact, i. e., under the agreements 
the American Co. retains its exclusive rights under Bell System 
patents in two-way telephone services to the public (wire and radio), 
while the General Electric Co., the Radio Corporation of America, 
and the other companies of the radio group retain similar privileges 
in their respective fields. 

The licensing of others under Bell System patents has been of a 
limited character. The policy of the American Co. has been to with- 
hold licenses from others except in those fields that do not threaten 
the primary interests of the Bell System. 

The ownersliip and control of patents by the American Co. con- 
tributes to its ability to control the exploitation of potentially com- 
petitive and emerging forms of communication, such as Teletype- 
writer Exchange Service and two-way public radio telephone service. 

Engineering and Standardization. 

The Bell System organization, which places complete control over 
research, engineering and development, manufacturing, installation, 
and operation of the national telephone plant in the American Co., 
affords this company the opportunity to determine the type of tele* 
phone equipment to be adopted by the associated companies, the date 
of installation, and operating practices to be followed. The equip- 
ment and methods used in the Bell System have been standardized 
to a remarkable extent with resulting economies in the manufacture of 
equipment and operation of telephone plant: flexibility in the inter- 
change of equipment and trained personnel between different parts of 
the System; and a uniformly high quality of service. 

•Sec. 10. Clayton Act, U. S. C. A., title 15, ch. U 
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The magnitude of the Bell System and the integration of its operat- 
ing, manufacturing, and engineering functions under centralized con- 
trol, has placed great responsibility on American Co/s management in 
its decisions affecting basically the quality and cost of telephone service. 
Experts testified that it was their opinion, deduced from records of the 
American Co., that developments capable of improving the service and 
decreasing its cost have been withheld for considerable periods; that 
the practice of limiting associated company purchases of apparatus 
and equipment to those furnished by tne Western Electric Co. has 
prevented the use of improvements in the art developed outside the 
Bell System for considerable periods after such improvements were 
available; and that the American Co. has persisted in the installation 
of certain types of equipment which its studies indicated to be unduly 
expensive and uneconomical to operate. The American Co. studies 
with respect to panel type central office equipment, installed during 
the last 18 years at a cost of almost $400,000,000, indicate that such 
installations failed to produce savings adequate to compensate for the 
claimed cost of money to the American Co. for financing the excess 
investment in panel type equipment above that required for alterna- 
tive types. Furthermore, reports made by Western Electric to the 
American Co. show that on the basis of Western’s costs, substantial 
losses have been sustained on the sale of panel type equipment to the 
associated companies. These losses have been more than compensated 
by high reported profits on sales of other types of equipment, and 
thereby have tended to increase the cost of telephone plant throughout 
the Bell System. 

The Bell System organization, with the American Co. control over 
the profits from both telephone manufacturing and telephone opera- 
tion, tends to limit the incentive to reduce the costs of telephone plant 
and telephone service so long as revenues are close to the maximum 
fair return on the value of the property devoted to the public use 
allowed by regulatory bodies and courts. Increased supervisory 
effort directed to operating efficiency, under the incentive of reduced 
income during the depression, together with other favorable factors, 
produced marked economies in the years following 1932 as compared 
with the period from 1920 to 1930. 

There is a natural tendency incident to any program of standardiza- 
tion to retard the utilization of technical improvements. On the 
other hand, the lack of standardization operates to impair uniformity 
of service w r hen such uniformity is an essential factor in the furnishing 
of satisfactory service. Such uniformity is an essential of a Nation- 
wide telephone service. While there may be disadvantages in the 
application of a rigid program of standardization, which become par- 
ticularly apparent when viewed retrospectively, it is apparent that 
in the long run the advantages of standardization in the communica- 
tions field outweigh the disadvantages. The overall results of stand- 
ardization by the American Co. are such as to justify a continuance of 
research and standardization. 

Western Electric Co. Costs and Prices. 

The W'estem Electric Co., as the manufacturing department of the 
Bell System, has had exclusive access to the huge market provided 
by the Bell System operating companies for telephone apparatus, 
equipment, and supplies. Approximately 90 percent of the total sales 
of all telephone manufacturers in the United States are made by West- 
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em Electric Co. Independent telephone manufacturers are able to 
sell to Bell System operating companies only through the Western 
Electric Co. Western’s prices for telephone apparatus and equipment 
have an appreciable influence on the cost of telephone service. In rate 
proceedings reproduction cost estimates based on Western's prices as 
of a specific date, or averaged over a period, are urged as evidence of 
the fair value of the particular property involved. If it be assumed 
that Western’s over-all profit has been reasonable and that its manu- 
facturing operations are reasonably efficient, it is still necessary that 
the cost accounting and pricing practices of Western reflect an equit- 
able distribution of costs, plus a reasonable profit, as to each individual 
item or class of product. Western’s costing methods do not provide 
such a basis. The composition of telephone plant as between different 
companies varies widely both as to the items included and the dates of 
installation. Telephone rates are not made on the basis of their 
over-all reasonableness as to the entire Bell System, but are rather 
made on the basis of individual exchanges, States, or other operating 
units. 

Western’s cost accounting methods are designed to include in the 
cost of each year’s production all costs incurred in that year, whether 
or not the costs incurred are directly related to the production of the 
year. The methods followed in adjusting so-called “standard costs" 
to current costs involve the application of variation factors which 
may have no relation, or very little to the particular item for which 
the cost is being computed. Western Electric Co.’s income statement 
does not disclose separately the profit on its sales for any particular 
year and the profit or loss resulting from changes in the prices of raw 
materials and finished products in the merchandise inventory at the 
beginning and end of each year. Neither does Western Electric 
Co.’s accounting system undertake to determine the portion of each 
year’s common costs or overheads properly assignable to that year’s 
production in view of the relation of that year’s use to the average or 
capacity use of the available facilities. These are results of the 
particular method used in reconciling standard and actual costs. 
Sound accounting practice demands that these elements be separately 
disclosed in the income statements. Further, there is apparently 
no attempt by Western to relate, on any rational basis, sales prices of 
individual items to the costs developed under its cost accounting 
methods. 

Comparisons between Western Electric Co.’s and independent 
manufacturers’ prices have been advanced by the associated Bell 
companies in justification of W r estem Electric Co. prices advocated 
by them in rate proceedings. The differences in manufacturing and 
marketing conditions between Western and the independent manu- 
facturers are such as to make a comparison of their respective prices 
of little value in testing the reasonableness of Western’s prices. 
Some of these differences are: (1) The size of the market supplied 
by Western as compared with that supplied by the independents; 
(2) the advance information available to Western as to the anticipated 
purchases by its customers, as compared with lack of such information 
to the independent manufacturers; (3) the cost of selling products of 
the independent companies as compared with the fact that no sales 
cost is incurred by Western; (4) the relative credit risks of the inde- 
pendent manufacturers and Western. 
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These comparisons, prepared by the American Co., are subject to 
additional criticisms, among which are the following: The samples 
chosen for comparison are not representative of the sales, either of 
Western or of independent companies; the prices assigned to independ- 
ently manufactured products are above the prices at which the 
majority of such products are actually sold on the open market; larger 
volumes of independent sales are assumed in estimating savings than 
were ever actually made, without reflecting cost reductions ordinarily 
obtainable with increased volume of production. 

Estimates of cost of reproduction of, or recorded investment in, 
telephone property for an individual State or exchange based on West- 
ern Electric costs and prices are entitled to little weight as evidence 
of the fair value of the telephone property involved as a result of the 
costing practices followed by Western referred to hereinabove. 

There is at present no satisfactory method of determining reasonable 
prices of telephone apparatus and equipment of Bell System companies 
as factors in establishing property values. Prices of telephone plant 
purchased from Western are not the result of arms-length bargaming 
between unrestricted buyers and sellers. Western’s cost accounting 
records do not provide dependable cost data on which to predicate 
elements of values. The Bell System’s occupation of practically the 
entire telephone operating and manufacturing field precludes any 
control of Western Electric prices through competition and any 
measure of the reasonableness of prices by comparisons with other 
manufacturers. The importance of these conditions, from the stand- 
point of rate regulation, arises from the fact that a large part of the 
total investment in the Bell System, as well as a part of its operating 
expenses, is represented by the purchase price of telephone apparatus, 
equipment, and material. Consequently a large portion of the cost 
of telephone service depends directly upon unregulated prices which 
are subject to control by the American Co. 

The evidence indicates that Western’s prices bear no reasonable 
relation to the indicated cost of manufacture. In the case of natural 
monopolies where competition is absent, the interests of the consumer 
have been safeguarded to some extent by public regulation. Although 
the Western Electric Co. enjoys a monopolistic position at the present 
time, in the sale of equipment to the associated companies the exist- 
ence of a group of independent telephone manufacturers which are 
engaged in producing types of apparatus and equipment similar to 
those manufactured by Western, suggests that some degree of compe- 
tition might be introduced in the telephone manufacturing field for 
supplying the Bell System’s needs. 

Two methods of regulating or controlling prices of telephone appa- 
ratus and equipment appear to warrant consideration. First, the 
establishment of competition among telephone manufacturers on 
those items or classes of product which independent telephone manu- 
facturers are able to produce for the use of Bell System companies; 
and second, regulation of the Western Electric Co., with provision for 
determination of its valid and reasonable manufacturing costs, includ- 
ing a fair profit, and their effect, in order that proper costs may be 
available for use in determining reasonable rates. 

Considering first the possibilities inherent in competitive telephone 
manufacturing for the Bell System, it may be pointed out that many 
classes of telephone apparatus and equipment are produced in slightly 
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different forms by several telephone manufacturers. The public 
interest may require that the associated Bell operating companies be 
required to place orders for these classes of equipment with tne lowest 
qualified bidder. Additional groups of telephone products might be 
tnrown open to competition by permitting independent telephone 
manufacturers to manufacture for associated companies under Bell 
System patents. This result can be obtained by vesting in the asso- 
ciated Bell companies the right to manufacture or to have manufao- 
tured for them by others, all telephone apparatus and equipment 
which, under the existing license contract, they have the right to use. 
The fact that the associated companies have paid the bill, through 
license contract payments, and otherwise, for obtaining patents and 

E aten t rights now held by the American Co., the Bell Telephone 
laboratories, and the Western Electric Co., might be justification for 
entitling the associated companies to have at least the right to manu- 
facture and use and the right to have manufactured for their use, by 
others than Western, all articles covered by such patents. The legis- 
lation necessary to make competitive bidding with respect to such 
patented equipment possible would consist of means to require the 
associated companies to obtain the right to manufacture or to have 
manufactured lor them under patents which the American Co., the 
Bell Telephone Laboratories, and the Western Electric Co. have 
developed or will develop as their paid agents. With respect to future 
patents, the associated companies would acquire, in addition to the 
right to use, not less than the right to manufacture or to have manu- 
factured for them, under such patents. 

Competition in the telephone manufacturing field might be desirable 
for several reasons: First, to remove control of prices from one com- 
pany which occupies a dominant position in the telephone field. 
Second, because of the possibility of lower prices and higher efficiency 
in manufacture under the stimulus of competitive conditions. Even 
though the independent manufacturers were unable to enter bids for 
the entire Bell System requirements because of limited productive 
capacity, their manufacture of certain types of equipment to identical 
specifications would supply a yardstick or comparative basis for 
judging Western's manufacturing efficiency. Third, if Bell associated 
companies were in a position to buy approved independent products 
there would be available to the operating companies apparatus and 
equipment of the most suitable types to meet their individual require- 
ments. Fourth, an incentive would be provided to independent 
manufacturers for the development of improvements in those parts of 
the telephone field not now available to them. Many of the most 
important advances in the development of telephone apparatus and 
equipment in the past have been accomplished by independent 
manufacturers, and the field for productive application of inventive 
genius should be made as broad as possible. 

The effectiveness of competition among telephone manufacturers 
is dependent upon the adequacy and enforcement of laws to prevent 
abuses, such as price fixing and unfair practices. Independent com- 
panies at present would be able to compete with Western for only a 
part of its products, which might leave Western free to sell competitive 
equipment below cost and to recover the loss by increasing prices on 
noncompetitive equipment. 
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The second method for the control of prices of telephone apparatus 
and equipment is the regulation of the Western Electric Co. As the 
manufacturing and supply department of the Bell System, the Western 
Electric Co. occupies a monopolistic position comparable to that of 
the American Co. and is, in effect, a department of a public utility. 
Practically all of Western's activities are devoted to the service of 
the public through the medium of the Bell operating companies. 
Regulation of Western would involve, among other things, the intro- 
duction of a modem and efficient cost-accounting system whereby 
the cost of manufacture of each type or class of product could be 
determined with reasonable accuracy. 

The Western Electric Co. now buys a small part of its requirements 
for Bell System business from independent manufacturers, the largest 
of such orders being that placed with the Automatic Electric Co. for 
step-by-step automatic equipment. The major independent tele- 
phone manufacturers, during the years 1926 to 1934, inclusive, made 
approximately 10 percent of the total sales of telephone apparatus 
and equipment, of which 40 percent, or 4 percent of the total, were 
made to Western and the remainder to independent telephone com- 
panies. Under regulatory control the Western Electric Co. might be 
required to purchase from outside manufacturers any items or classes 
of equipment or material which it could so purchase at prices lower 
than its own manufacturingcost. Under this plan the manufacturing 
department of the Western Electric Co. would be placed in competition 
with independent manufacturers for a part of the associated companies' 
business. 

The chief disadvantage of control of prices through regulation of 
Western lies in the absence of incentive for operating efficiency. The 
requirement that Western, as the supply department and purchasing 
agent of the Bell System, place its own manufacturing department 
in competition with independent manufacturers presents a difficult 
problem of regulation and administration. 

Depreciation. 

The depreciation accounting practices of the Bell Telephone Sys- 
tem, from its inception to 1913, were variable and erratic. Since 
1913, these practices have followed the rules laid down by the Inter- 
state Commerce Commission, and later by the Federal Communica- 
tions Commission, as interpreted by the American Co. This subject is 
highly controversial, and the principal difficulties relate not to the 
mechanics of the bookkeeping, but to the determination of the amount 
to be included annually in operating expenses, and to the relationship 
of the reserves as accumulated to the accrued depreciation alleged by 
the companies to exist in the property as of a date certain. The 
determination of the amount to be included annually as depreciation 
expense under the accounting rules involves a determination of the 
service life and salvage value of the units of property considered to 
be depreciable. In a proceeding involving the level of telephone rates 
the accrued depreciation to be deducted in arriving at the rate base 
likewise involves a determination of the remaining life and salvage 
value of the property used in furnishing telephone service. If equi- 
table treatment is to be accorded the telephone subscribers, these two 
estimates must be consistent. 
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The Bell System estimates of the amount necessary annually to 
provide for depreciation accuring in the property are designed to 
cover, ataong other things, the loss in value arising from inadequacy, 
obsolescence and other causes of retirement anticipated to occur in 
the future. This specific provision for these risks is intimately 
related to other provisions for risk, which are ordinarily included in 
the net return. To the extent that insurance against risk may be 
covered in depreciation charges included in operating expenses, it 
should not be duplicated in determining the fair return necessary to 
avoid confiscation. 

From an accounting standpoint the Bell System practices, whereby 
no consideration is given to the amount in the reserve when an esti- 
mate of service life or salvage value of property is changed, are bound 
to result in an overstatement or an understatement of the reserve 
with respect to any item as to which the estimate of service life or 
salvage value is changed from time to time. The average life of all 
telephone plant probably is increasing; therefore most of the adjust- 
ments will reflect a longer service life. This condition, coupled with 
the Bell System practices referred to above, has a tendency to result 
in overstating the operating expenses during the life of the units 
involved and in excess accruals in the depreciation reserves. 

The consolidated depreciation reserve of the Bell System is approxi- 
mately 30 percent of the book cost of depreciable telephone plant. 
The system has usually contended in rate cases that its property is 
depreciated, for rate base purposes, only to the extent of something 
less than 10 percent. The difference between the amounts obtained 
by the application of these percentages represents property values 
which do not exist if its estimates of annual charges for depreciation 
have been correct; or, if its estimates of annual depreciation have 
been incorrect, this difference represents an understatement of its 
profits in the years when this excess was alleged to have accrued. In 
the latter case, the difference referred to is, of course, nothing more nor 
less than a concealed profit. It is doubtful whether a more important 
service could be rendered to the development of proper regulatory 
processes than that of once-and-for-all securing wholly consistent 
treatment by Bell System operating companies of the factor of depre- 
ciation in both operating expense and rate base aspects. 

This Commission is charged with the duty of fixing rates for depre- 
ciation. The matter of carrying out the provisions of section 220 (b) 
of the Communications Act of 1934, as amended, has had continuous 
attention from this Commission since its organization. As a practical 
matter, it would probably be inadvisable for this Commission to 
attempt to fix specific rates for all classes of depreciable property for 
all telephone companies, but it is certain that the Commission should 
prescribe rules, processes, and procedures which will result in the 
determination of depreciation charges that are proper and reasonable 
and will coordinate them with other elements of cost of telephone 
service to which the depreciation charges are intimately related. 
Tliis will require careful policing by this Commission to insure com- 
pliance with such rules. 

Toll Activities — Domestic and International. 


From the very beginning, as previously pointed out, the American 
Co. has conceived of the creation of a Nation-wide telephone service. 
It largely reserves to itself the providing of the interstate interexchange 
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network necessary to make this a reality. This national network had 
been built up gradually from 1880 to 1915, when coast-to-coast service 
was first rendered, and has been further expanded and improved since 
that time. This national network was made economically feasible 
by reason of several outstanding developments; these being, in succes- 
sion: (1) The transposition of metallic circuits; (2) the loading of 
circuits; (3) the vacuum-tube repeater and associated circuits; and 
(4) carrier-current operation. In 1927 this national system was 
expanded into a transoceanic system by the introduction of radio- 
telephony to the Continent of Europe and subsequently to most of 
the world. 

The American Co. has consistently retained to itself the use of 
devices, as they were developed, necessary for the economical opera- 
tion of two-way long-distance telephone circuits. This consistent 
policy has been a most important factor in the development of the 
dominant position of the Bell System today, since even at this date 
there is no competitor in a position to duplicate the Bell System 
long-distance facilities and service, regardless of the resources avail- 
able, in the absence of the right to use the devices owned or controlled 
by the American Co. Incidental to the basic message toll telephone 
service, the American Co. has developed other telephone, telegraph, 
and teletypewriter services, which contribute substantially to the 
financial success of the integrated enterprise. 

Telephone communications service originates and terminates at 
the subscribers’ stations. Any interstate telephone communication, 
therefore, involves the use of the subscriber station, the exchange 
facilities, and the toll network. The determination of the reasonable- 
ness of toll and exchange rates involves the allocation of property, 
revenues, and expenses among the several services, interstate toll, 
intrastate toll, and exchange. The basis upon which this allocation 
may be made is largely determinative of the apparent profitableness of 
any of the several classes of service or of the profits of the individual 
companies that may participate in the joint operation incident to 
furnishing the service. The problem of fixing equitable rates for any 
particular class of service and for any particular community is extremely 
complicated, and no simplified method of effecting the allocations 
necessary has been developed. The problem is receiving the attention 
of this Commission with a view to developing a simplified, yet equi- 
table, basis for the necessary allocations. 

The division of ownership of the national telephone facilities among 
the lon^ lines department of the American Co, the associated Bell 
companies, and the independent connecting companies, together with 
the use of through rates for service furnished jointly by two or more 
of these properties brings with it problems relating to the equitable 
division of the revenues earned by this joint service. The successful 
maintenance of Nation-wide telephone service makes it mandatory 
that every participant in this joint sendee receive an equitable portion 
of the through rates. There is evidence to indicate that present 
division practices are inequitable as to certain of the participating 
carriers. In general, the divisions of joint revenues presently pre- 
vailing are the result of terms, conditions, and practices prescribed 
by the American Co. and, of necessity, accepted by the associated 
companies and connecting carriers. 
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A simple and equitable method of allocating property, revenues, 
and expenses common to two or more of the services rendered by the 
Bell System (intrastate toll, interstate toll, and exchange) must be 
developed in order to eliminate costly analyses in connection with 
individual rate proceedings and to reflect more accurately the profits 
of the various classes of service in the current operating reports. 
This matter has received and is receiving the attention of this Com- 
mission. 


Radio Broadcasting. 

The activities of Bell System companies in the domestic radio- 
broadcasting field are today limited to the furnishing of the facilities 
and services necessary for the transmission of broadcast programs 
over wire lines. Prior to 1926 the Bell System did engage in the 
construction and operation of broadcast stations. Apparently it was 
the initial intention of the Bell System through its patents to control 
radiobroadcasting, as well as the manufacture and sale of broadcast 
transmitters. It later found it could not maintain this position under 
the 1920 cross-license agreement, and in 1926 it withdrew from the 
operation of broadcast stations and confined its activities principally 
to the furnishing of wire facilities for the transmission of broadcast 
programs. 

At present the Bell System tariffs on file with the Commission 
prohibit the interconnection of interexchange facilities of other wire 
carriers with its interexchange-program-transmission network, except 
where Bell System facilities are not available. This has given rise 
to certain claims of unjust discrimination in instances where wire 
facilities of other carriers have been offered to broadcast stations on 
a basis of charges apparently much lower than those made by the 
Bell System. These complaints involve several problems which must 
be handled in the light of the facts appearing in each 'particular case. 

Noncommunications Activities. 

Many of the devices covered by patents owned by the Bell System 
have application outside of the wire- or radio-communication field. 
The noncommunication activities have in general been carried on, in 
recent years, through Electrical Research Products, Inc.j a wholly 
owned subsidiary of Western Electric Co. organized for this purpose. 

The Bell System companies have, in general, endeavored to limit 
their activities in the noncommunication field to that of licensor, 
under patents having application outside the communication field. 
The sound motion-picture activities are the exception to this rule, 
although it appears that the Bell System resumed its status of licensor 
as soon as possible, or as soon as the sound motion-picture industry 
was more or less firmly established. It might be said in this connection 
that circumstances forced the Bell System into the sound motion- 
picture field, due to the failure of outside promoters to carry on in 
accordance with their commitments. 

It is the duty of the American Co. to the telephone-using public 
to exploit fully and completely all the profit opportunities arising 
from patents or patent rights acquired in the conduct of the telephone 
business. If the cost of fundamental research which results m the 


incidental development of devices useful in the noncommunications 
field is all included in the cost of furnishing telephone service, the 
profits derived from the exploitation of such devices must be reflected 
m determining the revenue required from telephone service. 
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Financing of the Bell System. 

The capital funds required to keep pace with the increasing demand 
for telephone service were provided principally through the sale of 
equity securities by the parent company. This method of financing 
is reflected in the present capital structure of the Bell System, which 
consists of about 73-percent capital-stock equity and 27-percent long- 
term debt. The financing of the entire Bell System is centralized 
in the American Co. The major part of the financial requirements 
of the associated companies is met in the first instance by advances 
to them from the American Co., most of which are subsequently 
converted into capital stock of those companies. After the con- 
solidation of the American Bell Co. with the American Co., as of 
December 30, 1899, to the end of 1935, the American Co. issued 
approximately $1,815,000,000 par value of its capital stock, of which 
$1,135,000,000 was sold at par, under subscription rights issued to 
stockholders, at times when the market price of the stock usu- 
ally was considerably above par. The remainder was disposed of at a 
premium of $281,000,000, of which $216,000,000 represents premium 
realized on capital stock issued in conversion of convertible bonds. 

Prior to 1906 substantially all the long-term-debt issues of the 
American Co. and its predecessor, American Bell, were sold through 
competitive bidding. Beginning with 1906, such security issues 
were sold, without obtaining competitive bids, principally to syndi- 
cates of bankers headed by J. P. Morgan & Co., the more recent 
issues having been sold to syndicates headed by Morgan, Stanley <fc 
Co. Some of the financial requirements of the associated companies 
were met through the incurrence of funded debt. 

Generally, these bonds also were sold to the same syndicates with 
the advice and under the direction of the American Co. It is not 
possible from the available evidence, or because of the lack of it, 
to conclude whether the American Co. and the associated companies 
have or have not obtained the best prices and the lowest bankers' 
commissions that the investment market could offer at the time 
bonds were issued. It would seem fair that, if the cost of bond 
money is to be a factor in determining interest during construction 
work in progress, and evidence in establishing a fair rate of return, 
the investment bankers should be given an opportunity to make 
competitive bids, and the investment market should be allowed to 
express itself freely as to the rates of return at which it will supply 
the telephone business with capital. 

The capital structure of the Bell System, with its relatively small 
proportion of long-term debt and a preponderance of equity financing, 
reflects a generally conservative financial policy over the years, par- 
ticularly in the case of the American Telephone & Telegraph Co. 
itself. A considerable portion of the investment in system-operating 
properties has, moreover, been accomplished through the use of 
funds derived from operations, equivalent to depreciation-reserve 

E revisions, with resultant benefits of large magnitude to equity 
olders. The protection afforded to the system as a result of liberal 
provisions for research has also served to strengthen its economic 
position, from both patent and general business viewpoints. 

These factors, together with the unusual stability and magnitude 
of earnings which nave been demonstrated over a long period of 
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years to adhere in this enterprise, are elements of high significance, 
particularly in connection with the selection of a proper “rate of 
return” to be allowed the system's operating constituents under 
public regulation. 

It has frequently been asserted by Bell System officials that the 
policy of paying an annual dividend aggregating $9 on each share of 
American Telephone & Telegraph Co. common stock is a policy 
dictated by economic necessity, in the light of the system's large, 
recurrent, and — until the depression — continuous need for additional 
financing from sources outside the system itself. Whether this 
policy has in fact thus been required by economic necessity or is today 
so required is apparently a matter of judgment upon winch opinions 
may reasonably differ and as to which “proof,” in the ordinary sense 
of that term, is difficult if not impossible to adduce. In any event, 
the use of this $9-dividend policy of the parent corporation as a basis 
for operating company claims in respect to “cost of money” in various 
phases of rate proceedings is without adequate foundation. And it 
obviously cannot be said that the continuance of such a dividend 
policy by the parent corporation of this system possesses significance 
in respect to the “rate of return” which the constituent operating 
companies are to be allowed to earn from the consumers of their 
public-utility services. 

The Bell System Pension Plan. 

In 1913 the Bell System instituted a pension plan designed to take 
care of the superannuation problem as it affected the Bell System. 
The plan provided for the payment of pensions to employees who 
fulfilled the requirements of the plan. From 1913 to 1926, inclusive, 
the plan operated on the pay-as-you-go basis, whereby actual dis- 
bursements for pensions to employees on the pension roll were charged 
to expense for the year in which the disbursements were made; how- 
ever, during that period, a substantial employees' benefit reserve was 
set up on the books, principally through appropriations from surplus. 
No specific advance accruals to take care of pensions for employees 
to be subsequently retired were made during the period prior to 1927. 
In 1927 the companies adopted an accrual plan of providing the 
amounts necessary eventually to pay the pensions called for under 
its plan. The method adopted was called the 15-year-service accrual 
basis, whereby accruals were recognized in the accounts only for 
employees with more than 1 5 years of service. In 1928 this was further 
modified to the full-service accrual basis, whereby accruals commenced 
with the date of employment of each employee. Neither in 1927 nor 
in 1928 was any step taken to provide for the elimination of or for the 
arresting of the growth of the unfunded actuarial liability which then 
existed. Anv accrual and funding basis of providing for pensions 
results in a lower total charge to operating expenses for pensions 
actually paid than the pay-as-you-go basis. 

Subsequent to 1937 the pension plan of the Bell System has been 
modified substantially to provide for the elimination of certain unde- 
sirable features to which attention was directed by the special-investi- 
gation staff. Instructions to the trustee have recently been modified 
to provide that the pension fund held bv the trustee shall eventually 
be in the form of securities eligible for investment by life-insurance 
companies in New York. 
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Recent amendments to the plan have served to clarify and correct 
certain features criticized by the investigation staff. The reservations 
in the plan by which the company retains the right to discontinue it 
were unaltered by these amendments, but on the other hand the 
amendments provided specifically for the distribution of any amount 
in the pension fund as of the date of discontinuance among those 
already on the pension roll, those eligible for the pension, and those 
potentially eligible, in substantial proportion to their matured and 
maturing rights insofar as the residual fund will permit. 

There is pending before the Commission a proceeding in which cer- 
tain Bell System companies seek to increase the annual charges to 
operating expenses, allegedly representing normal accruals on a full- 
service basis, by an amount equal to 4 percent of their unfunded 
actuarial liability under the plan. Further discussion of this question 
is withheld, pending disposition of the case now before the Commis- 
sion. Pensions paid to executives under the Bell System plan are 
more than generous. This is a matter to be considered by each regu- 
latory commission in a proceeding involving the reasonableness of 
operating expenses of any Bell System company w T hich include esti- 
mates of accruals to provide for these pensions. 

Public Relations. 

A history of the Bell System activities in the field of public relations 
indicates that the system has pursued an active policy of cultivating 
public good will at considerable expense. There is evidence to indicate 
that improper influence has been brought to bear upon legislative and 
regulatory bodies charged with the duty of fixing rates for Bell System 
companies. This practice is clearly against public interest; is con- 
demned; and should not be countenanced by any regulatory body. 
The Bell System has subsidized various publications. The propriety 
of including in operating expenses of any Bell System company, for 
rate-making purposes, amounts designed to promote good will is a 
question for the regulatory body which may be faced with this problem 
in a specific rate proceeding. 

Profits of the Bell System. 

The profitableness of the Bell Telephone System is reflected in the 
continuous dividends paid by the parent companies since 1880, aver- 
aging over 15 percent annually by American Bell Telephone Co. to 
1900, and ranging from 7 ){ to 9 percent annually by the American Co. 
from 1900 to the present time. The recorded earnings of the parent 
companies were sufficient to meet the requirements for the payment of 
these liberal dividends and to permit the companies to build up large 
surpluses, which at the end of 1931 aggregated almost $400,000,000. 
At the end of 1938, the American Co.’s undistributed earnings were 
approximately $219,000,000, the decrease since 1931 resulting prin- 
cipally from dividend payments of some $138,000,000 in excess of the 
earnings for the last 7 years, and substantial surplus charges repre- 
senting premiums paid in connection with bond-refunding trans- 
actions. In addition, the stockholders received valuable subscription 
rights which were in the nature of special distributions of income to 
them. The market value of the stock-subscription rights issued by the 
American Co. to its stockholders durb g the years 1900 to 1930, 
inclusive, was approximately $600,000,000. 
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At the present time, annual operating revenues of the Bell Tele- 
phone System exceed $1,000,000,000, substantially all of which have 
their source in the rates paid for service by the telephone users. Dur- 
ing the 23 years 1913 to 1935, inclusive, net telephone earnings of the 
Bell System, as reflected in consolidated operating statements of the 
American Co. and the associated telephone companies, averaged over 
7 percent annually on the average net book cost of telephone plant 
and equipment, in spite of the fact that during the depression years 
1931-35 2 inclusive, such average annual earnings were only 5.38 per- 
cent. Since 1935 the ratio of average annual net telephone earnings 
to the average net book cost of telephone plant and equipment has 
been slightly below the annual average for the preceding 23 years. 

The investment of the American Co. and its predecessor, American 
Bell Telephone Co., in Western Electric Co. has also been very 
profitable, as indicated by the fact that the cash dividends received 
from Western from the date of its organization to the end of 1936 have 
been equivalent to an average annual return of approximately 12 
percent on the actual cash invested by them in the capital stock of that 
company. The cash dividends received from Western to the end of 
1930 were equivalent to an average annual return of approximately 21 
percent to the parent companies of the Bell System on their cash 
investment in the capital stock of that company. 

Purchases made by the Bell System companies from the Western 
Electric Co. constitute a substantial part of their total investment in 
telephone plant, and the fixed carrying charges on this plant also con- 
stitute a considerable portion of the total cost of rendering telephone 
service. A part of the Bell System telephone-plant investment repre- 
sents profits of Western that were returned principally to the American 
Co. in dividends or were added to the value of its equity in Western. 
Most of the present Bell System telephone plant was constructed in 
the years 1916 to 1930, inclusive. During this period the American 
Co.’s equity in the net income reported by Western averaged over 21 
percent annually of the former’s cash investment in the capital stock 
of that company, and the dividends received from Western during 
this period represented an average return of 23 percent annually on 
such cash investment. These profit rates appear to be excessive, in 
view of Western’s position as an integral part of the Bell System and 
its assured market comprising about 90 percent of the Nation’s entire 
requirements for telephone apparatus and equipment. 

The conclusion is inescapable that the Bell System has been an 
exceptionally profitable enterprise since its inception 60 years ago. 
The stockholders of the parent companies of the Bell System have 
participated in this very profitable enterprise as equity owners. 

Except for the decrease in the rate of earnings in recent years, the 
earning record of the American Co. for a long number of years appears 
to have been unusually high for a system engaged in rendering public 
service. A repetition of the performance characteristic of the period 
prior to the depression may be expected when the system’s plant is 
more fully used through increase in traffic and in the number of tele- 
phone stations in use, unless rates are reduced either voluntarily or 
through action by regulatory authorities. 
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CHAPTER III 

CONCLUSIONS AND RECOMMENDATIONS 

Although the telephone business of the United States is today, and 
at all times since the invention of the telephone has been, almost 
exclusively private in ownership, it has been recognized from its 
inception to be a business peculiarly affected with a public interest. 
The necessary attributes of so-called natural monopoly which ordi- 
narily attend efficient and economical telephone service; the intimate 
relation of such service to social well-being, both local and national; 
the nature of telephone service as a fundamental necessity of modem 
living; and the public interest in the progressive development of 
increasingly effective and economical communication facilities are all 
factors which disclose the underlying character of this business as 
An essential public utility — entitled in the interest of its patrons to 
reasonable protection from w’asteful competition, and entitled to 
make reasonable charges for its service, but subject to public scrutiny, 
regulation, and control, to the end that adequate service, equal treat- 
ment, and reasonable and nondiscriminatory rates may be assured 
to all who may apply. The importance of the telephone industry 
and the magnitude of telephone operations demand actual and not 
nominal regulation. A coherent and constructive program of regu- 
lation must be developed and placed in operation in order to protect 
the interests of the public. This imposes upon the public authorities 
a responsibility of prime importance. 

The concentration of by far the greater proportion of telephone 
assets and facilities in this country in the hands of the Bell Telephone 
System, and the high degree of management unification and control 
attained by that corporate aggregate, has rendered it necessary for 
both the users of telephone service and the public agencies created 
to regulate such service to concern themselves largely (in the inter- 
state field almost wholly) with that unified and dominating agency. 
The efforts of individual States to ascertain many of the basic facts 
necessary for effective telephone rate and service regulation within 
their borders have at all times been hampered and have frequently 
been rendered largely nugatory by reason of their necessarily limited 
jurisdiction, many essential elements of Bell System organization and 

g ractice being beyond their control. It is apparent that only a 
ederal administrative agency, equipped with broad regulatory and 
investigatory powers over both the parent and the subsidiary units 
of the Nation-wide Bell System, may hope effectively to develop and 
keep currently available the extensive factual background upon wdiich 
any adequate and informed regulatory process must rest in respect 
to the American telephone industry. 

Although the regulation of exchange and intrastate toll operations 
was commenced by State and local authorities soon after the inven- 
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tion of the telephone, and although such regulation has developed 
and expanded over the years until a relatively large body of law and 
administrative precedent today surrounds tliese operations, in the 
sphere of interstate telephone service no attempt to initiate public 
regulatory activity was made prior to the passage in 1910 of the 
Mann-Elkins Act (36 Stats. 544), under which certain limited juris- 
diction was vested in the Interstate Commerce Commission. That 
body in 1913 prescribed a uniform system of accounts to be kept 
by telephone companies, but whether by reason of lack of sufficient 
funds, or of an effective statutory mandate, the Interstate Commerce 
Commission did not find it practicable to engage in positive rate and 
service regulation, with the result that in 1934 the special congressional 
committee which investigated communication problems reported that 
“at the present time there is little, if any, Federal regulation of the 
rates, practices, and charges of the several branches of the commu- 
nications industry”; and later in the same report declared: 

The American people are entitled to know if they are being overcharged for 
this service, though they may be satisfied with the quality of the service * * *. 

The importance of the industry and the magnitude of its operations call for 
actual and not nominal regulation. Telephone business is a monopoly — it is 
supposed to be regulated. Thus far regulation, particularly by the Federal 
Government, has been nominal largely because Congress has not made appro- 
priations sufficient to enable the Interstate Commerce Commission to give effect 
to existing statutes. 1 

The filing of the report just quoted was shortly followed by the 
enactment of the Communications Act of 1934, under which, among 
other things, the telephone regulatory powers of the Interstate Com- 
merce Commission were transferred to the new Federal Communica- 
tions Commission and were amplified to vest in this administrative 
agency much more comprehensive authority over interstate telephone 
rates and service. On March 15, 1935, by Public Resolution No. 8 
of the Seventy-fourth Congress (49 Stat. 43), the Federal Commu- 
nications Commission was authorized and directed to “investigate 
and report on the American Telephone & Telegraph Co. and all other 
companies engaged directly or indirectly in telephone communica- 
tion in interstate commerce, including all companies related to any 
of these companies through a holding company structure or other- 
wise * * * in aid of legislation by the Congress and for the use 

of governmental agencies, including State regulatory commissions, 
for the information of the general public, as an aid in providing more 
effective rate regulation, and for other purposes in the public interest.” 

The mandate contained in this congressional resolution has now 
been complied with. An extensive investigation and survey of the 
telephone business of the United States and particularly of the so- 
called Bell Telephone System, has been completed by this Commis- 
sion, and the foregoing report outlines the more noteworthy facts 
gathered during that investigation, together with certain conclusions 
which have been drawn from those facts. It is believed that the 
data contained in this report, as summarized in these conclusions, 
presents for the first time for the use of Congress and American people 
a fully rounded and inclusive picture of this history, development, 
magnitude, present status, and operating practices of the telephone 

* Preliminary Report on Communication Companies (H. Kept. 1273, 73d Cong., 2d scss. 1034), submitted 
on April 18, HH4. pursuanl to H. Res. 59, 72d Cong., 1st sess. (1934), and H. J. Res. 572, 73d Cong. (1933), 
the so-called Splawn Report. 
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industry in this country, with particular reference to the unified group 
of corporate agencies winch dominate that industry. Moreover, the 
cost to the public of the telephone investigation, totaling $1,500,000, 
may fairly be compared to concrete monetary savings to the public 
in telephone rates now aggregating considerably in excess of $30,000,- 
000, directly resulting from the efforts of this Commission in this in- 
vestigation — not to mention additional rate adjustments of equal 
volume which have been at least largely caused by the pendency of 
the investigation, and also not to mention the fund of experience and 
the background of basic factual data which has resulted from the 
carrying out by this Commission of the mandate of Congress under 
Public Resolution No. 8. 

The telephone industry of the United States renders an essential 
public service which, by reason of its very nature, is not only subject 
to but definitely requires regulation by public authority. It is today 
a $6,000,000,000 industry. The development of the Bell Telephone 
System has resulted in the concentration in the hands of a single 
corporate aggregate of by far the greater portion of the telephone 
service, equipment, and facilities of the Nation, a concentration which 
in the interstate telephone field is well-nigh absolute. While this high 
integration of the entities to be regulated simplifies to a marked degree 
the problem of regulation in the field, both local and national, it like- 
wise imposes upon the regulatory authorities an unusual responsibility 
in one of the most difficult and complex fields of governmental effort. 

Indeed, the report here offered to the Congress discloses that the 
public authorities, particularly those which have to do with interstate 
telephone operations, are faced with a problem of no small moment 
even in respect to the creation and development of underlying regu- 
latory machinery. However, the investigation conducted under the 
mandate of Public Resolution No. 8 has resulted in the development 
and analysis of a large and important fund of data, and in the pro- 
duction of a background of fundamental experience upon wliich it is 
believed that adequate future regulation of interstate telephone oper- 
ations may successfully be founded, and in connection with which 
positive cooperation may be afforded to the various State regulatory 
authorities. The possibility of developing sound regulatory processes 
in this general field may fairly be said to have been demonstrated. 

It is fundamental that the administrative process must be so de- 
veloped as to fill the need of the occasion for expertness. In the highly 
technical field of telephone rate and service regulation this fact is of 
peculiar import. Only if it be fortified with an adequate staff, con- 
tinuously employed solely in the exploration of these problems, can 
any agency hope to develop the sound, positive, and effective regu- 
latory methods which are requisite. Indeed, it has become obvious 
that the experience, expertness, and continuity of management at- 
tained by the American telephone industry must be matched to the 
highest practicable degree by equivalent experience, expertness, and 
continuity of supervision on the part of the representatives of the 
public, if the regulatory process is to become even measurably success- 
ful in this technical and highly specialized field of interstate public 
administration. This means that a staff of adequately trained ex- 
perts must be developed with specific responsibility in connection with 
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wire-communication problems, consistent with the declared purposes 
of the Communications Act of 1934: 

To make available, so far as possible, to all the people of the United States a 
rapid, efficient, Nation-wide, and world- wide wire * * * communication 

service with adequate facilities at reasonable charges * * *. 

The earning power disclosed by the major elements of the American 
telephone industry, even in the teeth of the country’s most severe 
economic depression, discloses that the saturation pomt is as yet far 
from reached in this sphere of communication activity. Maintenance 
and improvement of the quality of service which has already been 
attained in respect to most phases of this service is important, and 
the public is entitled to know whether repeated company claims that 
such service is being rendered at the lowest possible rates consistent 
with the maintenance of adequate service are in fact justified. The 
accomplishment of these ends will require a program of constant effort 
and a policy of persistent exploration in a rapidly changing field. The 
fundamental problem consists in the development of adequate machin- 
ery for the continuous provisions, effective analysis, and prompt publi- 
cation of the underlying facts. Experience over the years demon- 
strates that under existing conditions in the telephone industry this 
result cannot be brought about in the most effective manner except 
through a Federal administrative agency armed with broad powers of 
investigation, equipped with a staff of high caliber, training, and capac- 
ity, and prepared not only to carry forward positive regulatory effort 
in the interstate sphere, but also to afford the States with access to 
those facts which they today frequently find themselves unable satis- 
factorily to obtain. So long as the Bell System continues to be organ- 
ized upon its present basis the individual States must continue to look 
to the Federal regulatory agency to afford them with many elements 
of the essential factual background of telephone regulation. Not only, 
therefore, is an adequately staffed and properly organized Federal 
regulatory agency important in itself, but there is need for such a 
body to act in some measure as a cooperating agency with the States. 
Only through such a program may the public authorities of both the 
Nation and the States be enabled to cope with this complex situation, 
and only thus may assurance be had that the public moneys which 
have been expended on the telephone investigation may find full 
fruition. 

Numerous specific issues which must be faced have been discussed 
at length in the foregoing report. Certain of these are common to 
all public utility regulation, others are peculiar to the telephone 
business, while still others stem from the particular organization 
and operating practices of the Bell Telephone System. Among the 
more important of the issues thus to be faced in connection with 
active and positive telephone regulation may be mentioned the prob- 
lem of developing an effective method of determining the reasonable- 
ness of the costs and prices of telephone apparatus, equipment, and 
supplies whenever the manufacturer or supplier and the operating 
company are under common control or ownership ; the question of the 

E roper separation or allocation of property, expense, and revenue as 
etween different types and classes of telephone service and of the 
simplification of existing allocation procedures; the problem of deter- 
mining just and equitable divisions as between the various entities 
which render the component parts of certain phases of this service; 
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the problem of effectively meeting the issue of Bell System license- 
contract charges as well as other intercompany transactions and 
agreements; and the problem of developing processes and machinery 
of an accounting nature which will enable the public authorities to 
keep at all times fully abreast of progress in this business, and to de- 
termine continuously and with accuracy the reasonableness of par- 
ticular rates and charges. 

Examination of the Communications Act of 1934, in the light of 
the issues thus presented, as well as of the other problems discussed 
in the foregoing report, discloses that a general frame work of statu- 
tory authority has been provided for the regulatory efforts of this 
Commission m the telephone field. This does not mean that addi- 
tional or amendatory legislation will not be required, in order, as the 
need arises, to expand and clarify the authority vested in this body. 

It is at this time deemed necessary and desirable to recommend the 
following amendments to the act in question: 

First, specifically to authorize this Commission to prescribe basic cost-account- 
ing methods to be followed by manufacturing companies under contract with oper- 
ating telephone companies for the general supplying of materials or equipment, 
and by manufacturing companies subsidiary to or affiliated with operating tele- 
phone companies through corporate structure. 

Second, to require approval by this Commission for, and as a condition precedent 
to, the issuance or refunding of any securities of corporations which offer telephone 
service subject to this Commission's jurisdiction. 

Third, amend section 201 (a) of the Communications Act to clarify this Com- 
mission's jurisdiction over the division of joint interstate rates per se. As the 
section stands it might be contended that the jurisdiction of the Commission is 
limited in this connection to those instances wherein a physical connection has 
been ordered by the Commission. 

Fourth, amend section 202 (b) so as to make it clear by specific language rather 
than by implication that practices, classifications, regulations, and facilities, as well 
as services and charges, in connection with the use of wires in chain broadcasting 
shall be subject to regulation by this Commission and so that this section of the 
act will correspond to the preceding half of the section, 202 (a). 

Fifth, amend section 214 (a) of the act to prohibit the abandonment of any in- 
terstate line operated by any carrier subject to the act without authorization from 
this Commission. 

Sixth, amend section 221 (a) so as to make the application for consolidations of 
telephone companies subject to the act mandatory. 

Seventh, amend section 221 (a) so as to require approval by the Commission of 
all acquisitions by one company of the stock or voting stock of another company 
forpurposes of control. 

Eighth, in the event of the refusal of any common-carrier utib'ty engaged in 
interstate communications to license others upon reasonable terms under any 
patents obtained in connection with communication service to the general public 
as a common-carrier utility, the Commission should be empowered, upon the ap- 
plication of parties so refused, to order the issuance of such license; provided that 
the granting thereof will not be detrimental to the communication service rendered 
by the utility holding such patents and not detrimental to technical progress. 

Ninth, it is suggested that the Congress give consideration to the question of 
assessing the cost of regulation against the industry to be regulated. 

The instituting of an active program of telephone regulation need 
not await the enactment of further laws by the Congress. From 
time to time we shall be impelled to request of the Congress additional 
legislation either declaratory in character of the intent of Congress 
or expressly granting additional regulatory powers to this Commission. 
The telephone investigation, however, has provided the Commission 
with basic data to serve as the foundation for the inauguration and 
development of continuous and efficient administrative processes in 
the highly technical field of telephone regulation. It must be noted 
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that the development of effective regulatory process consistent with 
the magnitude of this general problem and with the statutory re- 
sponsibilities already vested in this Commission will require the 
provision of funds sufficient to enable the Commission to meet the 
exigencies of the situation and the need for expertness of legal, ac- 
counting, engineering, statistical, and certain related branches of 
regulatory technique. The exploratory efforts put forth during the 
course of the telephone investigation afford a basis of experience upon 
which it is possible with assurance to predicate estimates of the amounts 
required to accomplish these purposes and certain concrete suggestions 
in uiis direction will be made the subject of a separate communication 
from this Commission to the Congress. 

Finally, the telephone investigation conducted by the Federal Com- 
munications Commission in response to the mandate expressed in 
Public Resolution No. 8 has served effectively to disclose the nature 
and magnitude of the telephone industry and of basic telephone- 
regulatory problems in this country. Through the investigation this 
Commission has been enabled to bring together for the first time an 
impressive volume of data in respect to such problems — data both 
fundamental in import and of permanent value, and which, but for 
this investigation, would have had to be provided by some other 
means or agency before effective interstate telephone regulation could 
be inaugurated. During the course of the investigation, and as a result 
of the direct efforts of the investigatory staff, telephone-rate reductions 
now aggregating in excess of $30,000,000 were effected in the interest 
and for the benefit of the American telephone-using public. In 
addition, the extent of the problem of future effective interstate tele- 
phone rate and service regulation has been thoroughly explored, and 
the possibilities of cooperation with State regulatory authorities have 
been canvassed. With the minor exceptions already noted, this Com- 
mission is deemed now to be possessed of inclusive statutory authority 
and, as a direct result of the telephone investigation, to be provided 
with basic data sufficient to serve as a firm foundation for the inaugu- 
ration and development of continuous and efficient administrative 
processes in this highly technical field of governmental effort. 

The actual development of such administration is conditioned upon 
the provision of funds sufficient to make possible the placing in effect 
by this Commission of such a program, in continuation of efforts 
begun during the progress of the telephone investigation and in aid 
of the interest and requirements of the Nation's telephone users. 

Respectfully submitted. 

Frank R. McNinch, Chairman. 
Norman S. Case, 

T. A. M. Craven, 

George Henry Payne, 

Frederick I. Thompson, 

Thad H. Brown, 

Paul A. Walker. 
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APPENDIX 1 

[Public Resolution — No. 8 — 74th Congress] 

(S. J. Res. 46) 

JOINT RESOLUTION Authorizing and directing the Federal Communications 
Commission to investigate and report on the American Telephone and Tele- 
graph Company and on all other companies engaged directly or indirectly in 
telephone communication in interstate commerce, including all companies 
related to any of these companies through a holding company structure, or 
otherwise 

Resolved by the Senate and House of Representatives oj the United 
States of America in Congress assembled, That it is necessary, in aid of 
legislation by the Congress and for the use of governmental agencies, 
including State regulatory commissions, for the information of the 
general public, as an aid m providing more effective rate regulation, 
and for other purposes in the public interest, that accurate and com- 
prehensive information be procured and compiled regarding the Ameri- 
can Telephone and Telegraph Company and other telephone com- 
panies. 

Sec. 2. The Federal Communications Commission is hereby au- 
thorized and directed to investigate and report to the Congress on the 
following matters with respect to the American Telephone and Tele- 
graph Company and all other companies engaged directly or indirectly 
in telephone communication in interstate commerce, including all 
of their subsidiary, affiliated, associated, and holding companies, and 
any other companies in which any of them have any direct or indirect 
financial interest, or which have any such interest in them, or in which 
any of their officers or directors hold any office or exert any control 
or whose officers or directors hold any office or exert any control 
in them — 

(a) The corporate and financial history, and the capital structure 
and the relationship of such company and of its subsidiary, affiliated, 
associated, and holding companies, including the determination of 
whether or not such structure may enable them to evade State or 
Federal regulation or taxation, or to conceal, pyramid, or absorb 
profits, or to do any other act contraiy to the public interest. 

(b) The extent and character of intercompany service contracts 
and all transactions between the telephone companies and their sub- 
sidiaries, affiliated, associated, or holding companies, and particularly 
between the American Telephone and Telegraph Company and the 
Western Electric Company and other manufacturers of electrical 
communication equipment; the methods of publishing telephone 
directories and placing and charging for advertising therein; the cost 
of and sale prices of telephone equipment, material, or devices to 
telephone operating companies or users; the profits upon such sales 
and the effect of such sales upon the rates or upon the rate base of 
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operating companies when used as a basis for telephone charges in 
the various States or in interstate commerce ; and the probable savings 
to telephone-operating companies and the public by purchasing 
equipment under a system of competitive bidding. 

(c) The reasons for the failure generally to reduce telephone rates 
and charges during the years of declining prices; and the extent, if 
any, to which local subscribers or the users of toll service have borne 
the cost of the research developments for telephone equipment and 
appliances, radio, motion-picture, and other inventions, including the 
maintenance and support of Bell Telephone Laboratories, Incor- 
porated. 

(d) The effect of monopolistic control upon the reasonableness of 
telephone rates and charges, upon the methods of competition with 
independent telephone companies, and upon the character of services 
rendered, and the alleged unfair or discriminatory practices with 
respect to such companies, and with respect to radio broadcasting or 
public speaker “hook-ups.” 

(e) The effect of mergers, consolidations, and acquisitions of con- 
trol by telephone companies, including the determination of whether 
there has been any “write-up” in the purchase price of property, 
equipment, or intangibles, the fairness of the terms and conditions 
oi any merger, consolidation, or acquisition, and the public interest 
therein, and the effect thereof upon rates or service. 

(f) The accounting methods of the companies, particularly with 
reference to depreciation accounting, apportionment of investment, 
revenues and expenses between State ana interstate operations, em- 
ployee pension funds, and valuation of properties for both rate and 
tax purposes. 

(g) The methods of competition with other companies or industries, 
including the determination of whether or not there has been any sale 
or refusal to buy from or sell to competing companies, or suppression 
of patents, and the expansion of the companies into fields other than 
telephone communication, including teletype service, telephoto service, 
telegraph service, broadcasting, motion-and sound-picture production 
and distribution, and the manufacture of electrical equipment, so 
far as such expansion may relate to or affect communications. 

(h) Whether or not the companies have sought through propaganda 
or the expenditure of money or the control of channels of publicity to 
influence or control public opinion, legislative or administrative action, 
or elections. 

Sec. 3. As used in the resolution the term “company” shall in- 
clude all subsidiary, affiliated, associated, and holding companies 
or corporations and all companies directly or indirectly associated 
or connected with telephone companies, either by direct or indirect 
stock ownership, interlocking directorates, voting trusts, holding or 
investment companies, or any other direct or indirect means. 

Sec. 4. The inquiry into certain practices of telephone carriers sub- 

1 ’ect to the Communications Act of 1934, recently instituted by the 
federal Communications Commission pursuant to its Telephone Divi- 
sion Order Numbered 11 and Statement of November 14, 1934, may 
be consolidated with the investigation required by this joint resolution 
in the manner and to the extent deemed desirable by the Commission. 

Sec. 5. For the purposes of this resolution the federal Communi- 
cations Commission is hereby authorized to hold hearings; to contract 
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for stenographic reporting service; to utilize its regular personnel, 
facilities, jurisdiction, and powers insofar as practicable; and to em- 
ploy for the purposes of this investigation such additional experts, 
including engineering, accounting, legal, and other assistants as may 
be found necessary, without regard to the provisions of other laws 
applicable to the employment and compensation of officers and em- 
ployees of the United States, and to make such other expenditures, 
including necessary travel expenses, and expenditures for printing and 
binding, as it deems necessary. The Commission is also hereby au- 
thorized to have access to, upon demand, for the purposes of examina- 
tion, and the right to copy, any books, papers, correspondence, memo- 
randa ; and other records of any person, partnership, company, or other 
organization being investigated, whether such books, papers, corre- 
spondence, memoranda, or records are in the possession of the company 
under investigation or are in the possession of other persons, firms, or 
corporations; to require by subpena the attendance and testimony of 
witnesses and the production of books, papers, correspondence, memo- 
randa, and other records which the Commission deems relevant or 
material to the inquiry, at any designated place of hearing within the 
United States; to administer oaths and affirmations, to require persons, 
partnerships, companies, or other organizations to submit to the Com- 
mission in writing reports and answers to specific questions, furnishing 
such information as the Commission may require relative to the in- 
quiry. Such reports and answers shall be made under oath or other- 
wise as the Commission may prescribe and shall be filed with the 
Commission within such reasonable period as the Commission may 
prescribe, unless additional time be granted in any case by the Com- 
mission. In case of contumacy or the refusal to obey any subpena or 
other order issued hereunder, the Commission may invoke the aid of 
any court of the United States, within the jurisdiction of which such 
inquiry is carried on, or where such party guilty of contumacy or 
refusal to obey resides or has his place of business, in requiring obedi- 
ence to such subpena or other order and any such court of the United 
States shall have jurisdiction to issue its order enforcing such subpena 
or other order of the Commission in whole or in part; and any failure 
to obey such order of the court may be punished by such court as a 
contempt thereof. All process in such cases may be served wherever 
the defendant may be found. 

Sec. 6 . There is hereby appropriated, out of any money in the 
Treasury not otherwise appropriated, the sum of $750,000, to be made 
immediately available to the Federal Communications Commission 
for the purposes of the investigation and report herein authorized and 
directed, and the Commission shall make special reports to Congress 
on its progress and its findings in tliis investigation. 

Approved, March 15, 1935. 


Digitized by CjOOQie 



608 


INVESTIGATION OF THE TELEPHONE INDUSTRY 


APPENDIX 2 

Federal Communications Commission 

TELEPHONE DIVISION 

Order No. 11 

Commissioners Walker, Chairman, Case, and Sykes. 

At a regular meeting of the Telephone Division of the Federal 
Communications Commission, held on the 14th day of November 
1934: 

The Telephone Division, having under consideration Sections 
215 (a), 215 (b), 215 (c), 218, and 403 of the Communications Act of 
1934, and it appearing that Section 215 (a) requires that the Commis- 
sion shall examine into transactions of telephone carriers relating to 
the furnishing of equipment, supplies, research, services, finances, 
credit, or personnel; that Section 215 (b) requires that the Commis- 
sion shall investigate the methods by which and the extent to which 
wire telephone companies are furnishing wire telegraph service and 
wire telegraph companies are furnishing wire telephone service; that 
Section 215 (c) requires the Commission to examine all contracts of 
carriers subject to this Act which prevent the other party thereto from 
dealing with another common carrier subject to this Act and shall 
make a report thereon to Congress; that Section 218 provides that 
the Commission may inquire into the management of the business of 
all carriers subject to this Act, and shall keep itself informed as to the 
manner and method in which the same is conducted, and as to tech- 
nical developments and improvements thereof; and that Section 403 
authorizes the Commission to institute an inquiry, on its own motion, 
as to the foregoing: 

It is ordered, That the Division, on its own motion and without 
formal pleading, enter upon a proceeding of inquiry and investigation 
into and concerning such transactions, methods, contracts, and man- 
agement of the business of telephone carriers subject to the Com- 
munications Act, for the purpose of making such a report to Congress, 
and for the further purpose of carrying out any provisions of the 
Communications Act ana making such findings or issuing such orders 
as may be appropriate thereunder. 

It is further ordered, That copies of this Order shall be served 
upon all telephone carriers subject to the Act, and that such carriers 
be made respondents to this proceeding; and that copies of said Order 
be sent to the Governor of each State and to each State regulatory 
body having jurisdiction over telephone carriers. 

And it is further ordered, That this proceeding be assigned for 
hearing at such times and places, and with respect to such transac- 
tions as the Commission by order or public notice may hereafter direct. 

By the Commission, Telephone Division: 

[seal] (s.) Herbert L. Pettey, 

Secretary . 


Digitized by CjOOQle 



INVESTIGATION OF THE TELEPHONE INDUSTRY g()9 

APPENDIX 3 

I. Staff Reports Introduced in Evidence in the Telephone Investiga- 
tion 


*50.. 

*130. 

*131. 

*132. 

*134 

*135 

*136 

*228 

*229 

*230 

*231 

*243 

*250 

*289 

*292 

*293 


Exhibit No. 


Descriptive title 


The Scope and Structure of the Bell System. 

American Telephone & Telegraph Co., License Contract 
Relations, Origin and Development of License Contract. 

American Telephone & Telegraph Co., License Contract Re- 
lations, Relation Between License Contract and Ownership 
of Stock of Licensees. 

American Telephone & Telegraph Co., License Contract 
Relations. Rental of Telephone Instruments. 

American Telephone & Telegraph Co., Long Lines Depart- 
ment, Organization and Functions. 

American Telephone & Telegraph Co,. Long Lines Depart- 
ment, Financial and Operating Summary. 

The Bell System, Bell Telephone System Pension Plan, 
Service Pension Payments. 

The Bell System, Outside Contacts of the Bell System. 

The Bell System, Banking Relations of the Bell System. 

American Telephone & Telegraph Co., Ownership of the 
American Telephone & Telegraph Co. 

Bell Telephone Laboratories, Inc., Corporate, Financial and 
Operating History. 

Bell Telephone Laboratories, Inc., Development and Re- 
search Expenses Billed to Customer Companies. 

The Bell System, Bell Telephone Securities Co. 

Bell System Policies and Practices in Radio Broadcasting. 

Western Electric Co., Inc.,* Prices of Telephone Apparatus 
and Equipment, Comparisons with Other Manufacturers. 

American Telephone & Telegraph Co., The Hand Telephone 
Set. 


*580 

*581 _ 

*582 

*583 

*1359 

*1360- A, vol. 1 
*1360-B, vol. 2 
♦1360-C, vol. 3 
*1361. 


*1362-A, vol. 1 
*1302-B, vol. 2 
♦1302-C, vol. 3 
*1362-D, vol. 4 
*1302— E, vol. 5. 
*1304 

*1946- A, vol. 1 
♦1946-B, vol. 2 
♦1946-C, vol. 3 
*1950- A, vol. 1 
*1950-B, vol. 2 
♦1951-A, vol. 1. 
♦1951-B, vol, 2. 
*1952 


American Telephone & Telegraph Co., Long Lines Depart- 
ment, Property Not Used ana Useful. 

Actuarial Aspects of Bell Telephone System Pension Plan. 
Investments of Bell Telephone System Pension Funds. 
Administrative and Financial Aspects of Bell Telephone 
System Pension Plan. 

American Telephone & Telegraph Co., Interest Charged 
Associated Telephone Companies on Loans. 

} American Telephone & Telegraph Co., Corporate and Finan- 
cial History, vols. I, II, and III. 

American Telephone & Telegraph Co., Long Lines Depart- 
ment, Division of Message Toll Business Between Long 
Lines and Associated Companies. 

( American Telephone & Telegraph Co., Security Investments, 
vols. I, II, HI, IV and V. 

Associated Bell Telephone Companies, Financial and Oper- 
ating Data (by companies and by States). 

| Electrical Research Products, Inc., vols. I, II, and III. 

} Presentations by American Telephone & Telegraph Co. of 
License Contract Costs, vols. I and II. 
lThe Engineering and Research Departments of the Bell 
/ System, vols. I and II. 

Western Electric Co., Inc., Corporate Structure, Manufac- 
turing Facilities and Cost Accounting System. 
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I. Staff Reports Introduced in Evidence in the Telephone Investiga- 
tion — Continued 


Exhibit No. 


Descriptive title 


*1953. 

*1954. 

*1955. 

*1956. 

*1957. 

1958. 

*1959 

*1960 

1961. 

*1989. 


American Telephone & Telegraph Co., Long Lines Depart- 
ment, Analysis of Depreciation Reserve. 

American Telephone & Telegraph Co., Long Lines Depart- 
ment, Estimated Depreciation Reserve Requirements by 
Classes of Plant (Supplement to Report “ Analysis of 
Depreciation Reserve”). 

American Telephone & Telegraph Co., Long Lines Depart- 
ment, Plant Retirement Accounting Practices Pole Lines. 

American Telephone <fe Telegraph Co., Long Lines Depart- 
ment, Rental of Plant. 

American Telephone & Telegraph Co., Long Lines Depart- 
ment, Analysis of Maintenance Expenses. 

American Telephone & Telegraph Co., Long Lines Depart- 
ment, Analysis of General and Miscellaneous Expenses. 

American Telephone & Telegraph Co., Long Lines Depart- 
ment, Purchases of Property from Subsidiary Companies. 

American Telephone <fc Telegraph Co., Long Lines Depart- 
ment, Sales of Property to Subsidiary Companies. 

American Telephone & Telegraph Co., Long Lines Depart- 
ment, Summary Statement of Investment and Earnings, 
Calendar Years 1936-37. 

Patent Structure of the Bell System, Its History and Policies 
and Practices Relative Thereto. 


*2089-A, vol. 1-.. 
♦2089-B, vol. 2... 

♦2089-C, vol. 3 

♦2090-A, vol. 1... 

♦2090-B, vol. 2 

*2090-C, vol. 3--. 

2090-D, vol. 4 

*2091 

2092__ 

2093 

2094_ 

2095 


*2096- A 
♦2096-B 


*2096- C 


♦2096-D 

*2096-E. 

*2096-F. 

♦2096-G 

2104 

*2105 


} American Telephone & Telegraph Co., Depreciation Account- 
ing and Engineering Methods, vols. I, II, and III. 

[ Western Electric Co., Inc. (and predecessor, Western Elec- 
tric Co., Illinois), Financial History, vols. I, II, III, and 

Western Electric Co., Inc., Profits and Price Trends. 

Bell Telephone Laboratories, Inc., Development and Re- 
search Work Performed for Western Electric Co., Inc. 
Atlantic & Pacific Telephone & Telegraph Co. 

American Telephone <fc Telegraph Co., Long Lines Depart- 
ment, Transoceanic Radio Telephony. 

American Telephone & Telegraph Co., Long Lines Depart- 
ment, Exhibits for Report on Transoceanic Radio Tele- 
phony (to accompany exhibit 2094) . 

Control of Telephone Communications, vol. I, Control of 
American Telephone <fe Telegraph Co. 

Control of Telephone Communications, Appendix A — Data 
Relating to Federal Control of the Bell Telephone System, 
Aug. 1, 1918, to July 31, 1919. 

Control of Telephone Communications, vol. II — Adminis- 
trative Control of the Associated Bell Telephone Com- 
panies. 

Control of Telephone Communications, vol. Ill — Control of 
Independent Telephone Companies. 

Control of Telephone Communications, vol. IV — Politics of 
Control. 

Control of Telephone Communications, vol. V — Financial 
control of the Telephone Industry. 

Control of Telephone Communications, vol. VI — Effect of 
Control upon Telephone Service and Rates. 

Comparison of Bell System and Commission Resources. 
Western Electric Co., Inc., Costs of Record and Their 
Relation to Selling Prices of Telephone Apparatus and 
Equipment Comparisons with Independent Manu- 
facturers. 
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I Staff Reports Introduced in Evidence in the Telephone Investiga- 
tion — Continued 


Exhibit No. 

Descriptive title 

♦2106. 

Western Electric Co., Inc., Manufacturing Costs of Tele- 
phone Apparatus and Equipment, Comparisons of West- 
ern’s Costs of Record, with Maximum Permissible Costs 
and Justifiable Costs. 

Western Electric Co., Inc., Reasonableness of Stated Profits. 

Bell System Methods of Publishing Telephone Directories. 

Bell System Patent Control; Its Effects and Suggested Reme- 
dies. 

Analysis of Profits Affected by License Agreements Be- 
tween the American Telephone & Telegraph Co. and the 
General Electric Co. 

Financial Cost of Rendering License Contract Services. 

Cost of Capital to the American Telephone & Telegraph Co. 

2107 

♦2108 _J 

♦2110 

♦2112.. 

2114 

2115.. 



II. Reports Prepared by Telephone Rate and Research Department, 
Telephone Investigation, Not Introduced in Evidence 

descriptive title 

♦Message Toll Telephone Rates of Long Lines Department and Associated 
Companies of American Telephone & Telegraph Co. at January 15, 1937 
(Interstate and Intrastate Telephone Toll Rate Schedules). 

♦The Classified Toll Rate Structure and Basic Rate Practices for Message Toll Tele- 
phone Service (as Developed by the American Telephone <fc Telegraph Co. 
and the “Associated Bell Companies” in the United States). 

♦General Review of Operating Results of the Bell System and its Principal Func- 
tional Divisions for the years 1936 and 1937 and Certain Prior Years — and 
Detailed Comparison of Operating Results of Long Lines Department for the 
Years 1936 and 1937. 

Summary of Current Operations, American Telephone & Telegraph Co., Long- 
Lines Department, January through April 1938. 

♦Analysis of “License Contract” Servicing Relations between the American 
Telephone & Telegraph Co.’s General Department and its Long Lines De- 
partment. 

Relation of Book Cost of Long Lines Plant and Equipment to the Cost of that 
Plant and Equipment at Current Cost Levels. 

♦The “Price Trend Review” of the American Telephone & Telegraph Co., and 
Prices and Pricing Policies of Western Electric Co., Inc. 

Rentals Paid for Use of Plant and Equipment, Long Lines Department, Ameri- 
can Telephone & Telegraph Co. 

♦Fundamental Legal Problems Underlying the Regulation of Interstate Tele- 
phone Rates. 

Stimulation of Business as a Factor in Telephone Toll Rate Adjustments. 

# *The Problem of the “Rate of Return” in Public Utility Regulation, with Special 
Reference to the Long Lines Department of the American Telephone & Tele- 
graph Co. 

♦Factors Underlying the “Rate of Return” in Public Utility Regulation, as 
Disclosed in Court and Commission Decisions. 

♦Final Report of the Telephone Rate and Research Department, Federal Com- 
munications Commission. 

•Reports denoted by asterisk were planographed and distributed to State commissions and other inter- 
ested parties. 
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APPENDIX 4 

Federal Communications Commission 

WASHINGTON, D. C. 

TELEPHONE DIVISION 

Order No. 13 

Special Investigation Docket No. 1. 

At the regular meeting of the Telephone Division of the Federal 
Communications Commission, held at its offices in Washington, D. C. 
on the 4th day of March 1936: Present — Chairman Walker ana Com- 
missioners Brown and Prall. 

It appearing, that by Joint Resolution of Congress (Public Reso- 
lution No. 8, 74th Congress) approved March 15, 1935, the Federal 
Communications Commission was authorized and directed to investi- 
gate and report to Congress on certain matters with respect to the 
American Telephone and Telegraph Company, all other companies 
engaged directly or indirectly in telephone communications in inter- 
state commerce and certain other kinds of companies; and. 

It further appearing that by virtue of an order of the Federal 
Communications Commission, adopted in executive session, follow- 
ing the receipt by the Commission of said joint resolution, and, by 
virtue of General Order No. 1, adopted by the Federal Communica- 
tions Commission on July 17, 1934, establishing the Telephone 
Division and investing it with the jurisdiction of the Commission over 
all matters relating to or connected with telephone commimication 
(other than broadcasting) by wire, radio, or cable, the Special Investi- 
gation so authorized and directed, was assigned and referred to the 
Telephone Division for appropriate action; and, 

It further appearing that the Telephone Division did undertake to 
investigate and is now in the course of investigating the matters and 
things set forth in said Joint Resolution and that as a result of such 
investigations information and data have been, and in the immediate 
future will be, secured and obtained, which information and data 
should be placed in proper form for report to the Congress of the 
United States. 

It further appearing that the purposes of the Special Telephone 
Investigation will be best served by the adoption of informal pro- 
cedure. 

It is ordered: 

I. That the practice and procedure in the Special Telephone 
Investigation shall be informal and such as is customary and appro- 
priate to special Congressional committees of inauiry. 

II. That the Special Telephone Investigation be assigned for hear- 
ing before the Telephone Division, at such times and places, and with 
respect to such transactions and matters as the said Telephone 
Division, by order or notice, may hereafter direct. 

III. That the Chairman of the Telephone Division, or other mem- 
ber thereof, is authorized and empowered to sign and issue subpenas 
requiring the attendance and testimony of witnesses and the produc- 
tion of any books, papers, schedules of charges, contracts, agree- 
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ments, documents, and other records relating to any matter under 
investigation. 

IV. That notice of hearings in the Special Telephone Investigation 
be given by depositing a copy of the order or notice assigning such 
hearing or hearings in the office of the Secretary of the Commission,. 
Washington, D. C., or in such other manner as said Telephone Division 
may direct. 

By the Commission, Telephone Division. 

[seal] [s.] Herbert L. Pettey, 

Secretary . 


APPENDIX 5 

[Copy] 

1882 Contract Between the Western Electric Co. and the 

American Bell Telephone Co., as Amended by Memorandum 

Agreement, Dated April 8, 1908 

This Agreement made this sixth day of February A. D. 1882, by 
and between The American Bell Telephone Company, a corporation 
created and existing under the laws of the Commonwealth of Massa- 
chusetts, of the first part, and the Western Electric Company a cor- 
poration created and existing under the laws of the State of Illinois 
of the second part. 

Witnesseth: 

Whereas said second party desired to be employed by said first 
party to manufacture the telephones required by it, said first party, 
and to be licensed to manufacture telephonic appliances and appara- 
tus. other than telephones under letters patent now owned, or con- 
trolled, or which may hereafter be owned or controlled by said first 
party, and whereas said second party owns certain inventions, patents 
and rights under patents relating to telephones and telephonic 
appliances. 

Now therefore it is agreed — 

1. Said second party agrees that it will if said first party shall 
elect to purchase the same at any time within six months from the date 
hereof, sell, assign, and transfer to the first party at the actual cost 
thereof to it, said second party, either or any, or all the inventions 
in electrical speaking telephones, or improvements therein, or appli- 
cable thereto, which it, said second party, now owns, and further that 
it, said second party, will from time to time if, and whenever it shall 
acquire any inventions in electric speaking telephones, or improve- 
ments therein, or applicable thereto, forthwith notify said first party 
thereof and that it will, in case said first party shall elect to purchase 
the same within six months after such notice sell, assign, and transfer 
the same to said first party at the actual cost thereof to said second 
party. 

The word “telephone” as used in this contract includes all instru- 
ments employed for the electrical transmission of articulate speech, 
including therein all attachments and devices which serve to cause to 
improve, or to modify, the articulating current, or the effects thereof. 

2. Said first party agrees that it will employ said second party 
during the existence of this contract to manufacture telephones* 
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required by it, The American Bell Telephone Company, whether for 
use in the United States, or for export, upon the terms and conditions 
following, that is to say: 

Said telephones shall be manufactured only at such of the m&nu- 
facturies of said second party as said first party may from time to 
time designate. 

At all times during their manufacture and upon their completion 
the instruments and the materials employed shall be subject to 
the inspection and acceptance of superintendents and inspectors, 
appointed by said first party. 

Tbe price to be paid therefor shall be the actual cost thereof, with 
an addition of twenty per cent of such cost as manufacturer’s profit. 

Said second party shall promptly manufacture and supply all tele- 
phones ordered by said American Bell Telephone Company and 
shall provide itself with facilities for making them in such quantities 
as the cost of business may demand. 

Said telephones shall be of such patterns and styles and shall em- 
body such inventions, and improvements, as said first party may from 
time to time prescribe, and shall be made in all respects as they shall 
direct as to style, material, workmanship and finish. 

In addition to the patent marks and figures said telephones shall 
bear such other marks and figures as said American Bell Telephone 
Company shall from time to time direct and no others. 

Said manufacture shall be subject to such regulations as may in 
the opinion of the first party be necessary for its protection and as it 
shall from time to time prescribe to said second party. E x e opt «s m 
-this articl e pro v ided for the seco nd p a rty s h al l net en g age in the 
manufacture of tel eph o n es w it hin the United St ate s? Except as in 
this article provided for the second party shall engage in the manu- 
facture of telephones within the United States only under such re- 
strictions as the first party may from time to time impose. 

Said second party faithfully complying with the terms of this 
employment, said first party agrees that it will during the existence of 
this contract employ no others to manufacture telephones. 

3. Said second party hath granted and doth hereby grant to the 
first party the sole and exclusive right and license during the full term 
for which patents thereon have been, or may be granted, to make, 
use, and sell, and to license others, except only the existing licensed 
manufacturers of said first partv named in article 4 hereof, to make, 
use, and sell in call bells, switches, and other telephonic appliances, 
any inventions, or improvements therein, which it, said second party, 
does not or may hereafter own, or control, in whole, or in part, by 
contract, or otherwise, whether patented or not. 

“Telephonic appliances” include calls, switches, switchboards, 
annunciators, exchange furniture, and other apparatus, and devices 
adapted for use on or for telephone lines, except telephones as above 
defined. 

The second party agrees that it will from time to time and at all 
times, do, execute, and deliver such other and further acts, and instru- 
ments, if any, as may be necessary to secure to and vest in said first 
party such sole and exclusive right and license. 

4. Said first party hereby grants and agrees to grant (subject, how- 
over, as to inventions hereafter directly acquired by said first party 
to the provisions of j of this article) to the second party a license ex- 
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elusive, except as hereinafter stated upon the terms and conditions 
and subject to the limitations herein expressed, during the full term 
for which Letters Patent thereon have been, or may be granted, to 
make and to sell call bells, switches, and other telephonic appliances 
as above defined, embodying any inventions or improvements thereon 
which it, said first party, does now, or may hereafter own, or control 
(including herein the inventions and improvements licensed to it, 
said first party, by said second party in the previous article hereof) 
but said second party shall and said second party hereby agrees that 
it will 

(a) Assume, and pay, or discharge any and all royalties and other 
obligations which said first party is, or may be bound to pay or per- 
form on, or on account of said inventions, or any of them. 

(b) W it hin the Un i te d Statoo sell such a pparatus only te the 
licensees ef teleph o n e s of The A merican Bell Telephone Company 
end to them at prices not exorbitant or unreasonable, and under the 
terms and limitat i ons hereinafter s t a te d? S u eh pr i c es are te he 
uniform for the diff e rent c la s s es ef licensee s ef said Am e rican Bed 
Teleph o ne Company. 

Within the United States sell such apparatus to the licensees of 
telephones of The American Bell Telephone Company at prices not 
exorbitant or unreasonable and under the terms and limitations 
hereinafter stated; such prices are to be uniform for the different 
classes of licensees of said American Bell Telephone Company — and 
to sublicensees and nonlicensees of said American Bell Telephone 
company only under such restrictions as the first party may from time 
to time impose. 

(c) In s oil i ng sueh appliances for use in f o r e ign eountrioa it will in 
each ease retain the title th e ret o u nt i l they are lan d ed in the foreign 

y\ A 4- /\ tttK i U i\i-\ Tt»Ul irvrtAjd li\ itn 

wuii ui t w tv uiun tuuj m u toitu uiiu n hi mrorr xn ito uihuvju/ulj vnuim/r 

the f e ll e w i n gj er eueh oimilar n o t i ce as the first party may r e quire - , 
visn 

- The art i cles here i n n a med are te remain the prop er ty ef the 
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wti/UU tmtr ugi vvu tu uj viiu pnTmroour mu u nv TTgiru w nuu unu 

artioloo ? h e rein named - , ■ in the United St a tes ; and ne right te use 
any p a t e n ts whatev e r grant e d by the United S t a t es is conveyed 
hereby ? ne c o nsiderat i on h a vin g b ee n paid for sueh use.” 

and will inser t in its hid he ads for a p p l ia nc es wh i ch it is auth o ri s ed 
to eed to licens e e s ef The American Bed Teleph o ne C o mpany in the 
Unit ed St a te s the followin g? er sueh s i mil ar n o ti c e s as the first party 
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phones licensed by e aid comp a ny ? and at ot a ti ens using sueh 
teleph o nes - 1 , and the purohaoor by ae eopting th em agreoo net te 
use th em othorwis oy nor te d is p ose ef them te anyone except 
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(d) M a rk mek appapatuo m additi o n 4e the p a t e nt number s m*d 

ni arlto wrtb sueti etfier flftftflfsy n o t ic e s? of names; and no 

|^A«v*wy| Art «vaw£vv ubaj| 

TTVBvRtJ ItUU 111 ItTXvR itiuuiivi TWO uuuu TTX o v pwTTT uuiul IWXH vnUv TT7 vtw v 

pFOQOFibo. 

Mark such apparatus in addition to the patent numbers and marks 
with such other numbers, marks, notices, or names and in such maimer 
as said first party shall from time to time prescribe. 

(e) Promptly manufacture and supply all such apparatus as it is 
hereby authorized to supply, and of such patterns and styles, and 
embodying such inventions and improvements as may be ordered by 
the parties to whom it is authorized to dispose of the same, and will 
provide itself with facilities for making such apparatus in such 
quantities as the course of business may demand. 

/ f \ mA/ » 1 1 /\ 4 lr\ a fi 4- <4 a |ta T a wrx ha Myr awwI J«lll aaaK vtaajb rlitjMvwv 

\1 ) YT Hi Uil TJTIv lllov uUJo vT* CTUIIIIUI J UI1U rr vi ij TXT UUUU j 1411 | Ulll Lug 

4» Vfc AA»\4tt%HAw%AA U yvjwvAf jjwJrA £»fH a»w4 iimia uvwIaji /v£ iwl 

TTTv vvlTi^nTnTITTvv TTvTx \^v / 1 y im*ivv a u XX tCTTvT vf uU x UvuT ITCT TXuvTvT vTuvIT v / 1 1RT 

and sin g ular the telephonic applionoea and apparat u s manufactured 
hereund e r. 

Will, during the continuance hereof, make full and true returns 
under oath of all and singular telephonic appliances and apparatus 
manufactured hereunder if and when such return may be required 
by the first party. 

(g) And except as in this articl e provide d ; shall net enga g e in the 
manufacture ef t e l e ph o n i c appliance s w i th i n the Unit e d S tates - . 

And except as in this article provided shall engage in the manufac- 
ture of telephonic appliances within the United States only under 
such restrictions as the first party may from time to time impose. 

(h) The party of the second part agrees that all instruments, or 
apparatus, manufactured under this license, shall be of the most ap- 
proved forms and first class in point of material, finish, and work- 
manship and shall be subject to the inspection of the party of the 
first part. 

■ 1 I At\ ^ h a fijjAf rUvjr rvrvd an aaaK jTAAji rlaijnjaAl 

f TV 111 vTTT vilv in ou vIUV UT fTTfTTuivi ▼ (lllvl fTTiTj TXT l/UUXT f Lilly vTviT lug 

the eont i n u on ee here o f, m a k e foil and true r e t u rns under o a t h of aft 
and sin g ular the t e l e ph onie applian c es and appar a tus man u factured 
hereunder. 

The rights in this article granted are subject to the existing rights 
of Post & Companv of Cincinnati, Ohio, under contract dated June 
27, 1879, with the National Bell Telephone Company; of Davis Mid 
Watts of Baltimore, Maryland, under contract dated June 24, 1879, 
with the National Bell Telephone Company ; of the Electric Merchan- 
dising Company under contract dated June 11, 1879, with the N ac- 
tional Bell Telephone Company; and to the manufacturing rights of 
the Telephone & Telegraph Construction Company under contract 
dated October 24, 1877, with Gardiner G. Hubbard, Trustee. But 
the first party agrees that it will within six months after request 
therefor from said second party give notice to terminate such of such 
last-named contracts as can be so terminated as therein provided; 
and it is agreed that the second party shall until such termination be 
entitled to receive all royalties accruing to the first party thereunder 
after July 1, 1881, on account of manufactures less only royalties 
which said first party may be bound to pay on account thereof. 

(j) In case said first party shall hereafter acquire any invention, 
or inventions, in telephone appliances as above defined, other than 
such as it may hereafter acquire by license from the second party 
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under article 3 hereof it shall forthwith notify said second party thereof, 
and such invention, or inventions, shall in case said second party 
shall so elect within six months from the date of such notice, come 
under the provisions of this article 4 hereof with like effect as if such 
invention, or inventions, were now owned by said first party; but the 
second party, in case it shall elect to have such license, shall forthwith 
upon making such election repay to said first party the cost of such 
invention, or inventions, and assume any and all royalties and other 
obligations which said first party may be bound to pay or perform on 
or on account of such invention, or inventions. 

5. Whereas the due prosecution of the business of said telephone 
company and of its licensees users of its telephones requires that tele- 
phones and telephonic appliances of the most approved forms and work- 
manship be promptly furnished, and as herein provided, and whereas 
the said telephone company is unwilling to permit the reasonable ex- 
pectations of its licensees in this regard to be disappointed, and whereas 
the time required to ascertain judicially whether the second party 
shall or shall not have failed to perform its obligations hereunder, 
would cause a delay which might work great, irreparable, and unas- 
certainable damage to said telephone company and its said licensees, 
now it is an integral part of this contract, and is also a limitation of, 
and an exception to, the license hereby granted, and the employment 
hereby contracted for, that — 

(1) Whenever the directors, or executive committee, of said tele- 
phone company shall be of opinion that the second party has failed 
in its obligations in this respect; or that there is imminent danger or 
probability that it will so fail, the said telephone company may, with- 
out notice or demand, forthwith manufacture, or cause to be manu- 
factured elsewhere, either by itself or others, such instruments as in 
its opinion may be required to meet the emergency and may continue, 
and prepare to continue, such manufacture elsewhere so long as in its 
opinion may be needful; and for the purpose of obtaining such supply, 
the opinion of its directors, or its executive committee, arrived at m 
good faith, shall be conclusive as to its right so to obtain a supply 
elsewhere, and its action, based thereon, snail not be restrained by 
any court or judicial power whatever; but such decision shall not 
terminate this contract and license, nor shall it prevent the second 
party from furnishing apparatus to any persons who may lawfully 
order the same according to the terms hereof. 

(2) If it shall thereafter be determined by agreement of the parties, 
or by the final judgment of any Court of competent jurisdiction that 
the opinion so af ted on, by said telephone company was erroneous, 
then the consequences of such error shall be that said telephone com- 
pany shall pay to said second party all the profits which it, said second 
party, would actually have realized and received if such supply, so 
obtained elsewhere, had been obtained of said second party and said 
decision of said telephone company shall not authorize it thereafter 
to obtain such supply elsewhere. 

(3) If it shall be determined by agreement of the parties, or by the 
final judgment of any court of competent jurisdiction, that said second 
party did violate, or failed to comply with, or has violated, or failed 
to comply, with any of the terms of this agreement then this license 
to manufacture telephonic appliances shall be deemed to have been 
nonexclusive and the obligation to employ the second party to manu- 
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facture telephones to have ceased as from the time of such violation, 
or default, and said license shall remain nonexclusive, and the first 
party shall be under no obligation to employ the second party to manu- 
facture telephones, unless, and until said second party shall, upon 
notice from said first party, have remedied or repaired such default, 
violation, or neglect and shall have repaid and made good to said first 
party any and all loss, cost, damage, and expense occasioned thereby, 
or resulting therefrom, and shall reasonably satisfy said first party 
that it is prepared and intends to conform hereto, whereupon said 
license shall again become exclusive and the obligation to employ the 
second party to manufacture telephones shall revive, such license and 
such employment being however subject to all the terms, conditions, 
limitations, and stipulations, inclusive of this article, herein contained. 

6. Existing interferences in cases of inventions in telephonic appli- 
ances shall be disposed of as counsel of the parties hereto may advise, 
to recognize arid protect the rights of the several inventors to their 
respective inventions, subject to the decisions of the patent office. 

7. The first party agrees that it will, so long as, and insofar as the 
license herein granted the second party is and shall remain exclusive, 
consent to the use of its name either alone, or together with that of 
the second party, as the case may require, in all such suits as counsel 
of the parties may advise are necessary or proper for the protection of 
such rights against infringement, but the whole expense of such litiga- 
tion shall be home by the second party. 

8. This constract shall remain in force until it shall be terminated 
by the mutual agreement of the parties hereto. 

In Witness Whereof The American Bell Telephone Company has 
caused these presents to be signed in its name and behalf by William 
H. Forbes, its President, and its corporate seal to be hereto affixed, 
and the Western Electric Company has caused these presents to be 
signed in its name and behalf by Anson Stager its President, and its 
corporate seal to be hereto affixed the day and year first above written. 

[Before the execution hereof the following interlineations were made, 
viz: on page 3 the word “employment” (substituted for the word 
“agreement” erased), the word “thereon” and the words “except only 
the existing licensed manufacturers of said first party named in article 
4 hereof”; on page 4 the words “or perform”; on page 7 the words “to 
the manufacturing rights” and (at the end of paragraph (i)) the words 
“on account of manufactures less only royalties which said first party 
may be bound to pay on account thereof”; on page 8 the words “or 
perform” and the word “said”; on page 9 the words “or has violated 
or failed to comply with”.] 

The American Bell Telephone Co., 

[seal] By W. H. Forbes, President. 

Western Electric Co., 

By Anson Stager, President . 

Attest: 

[seal] S. G. Lynch, Secretary. 


Digitized by Google 



INVESTIGATION OF THE TELEPHONE INDUSTRY 


619 


APPENDIX 6 


Standard Supply Contract (Western Electric Co.) 

Memorandum of agreement dated June 2, 1930, between Western 
Electric Company, Incorporated, a corporation of the State of New 

York, hereinafter called the Electric Company, and _ 

a corporation of the State of , hereinafter 

called the Telephone Company. 

Witnesseth, That in consideration of the covenants and agreements 
herein contained, it is agreed by and between the parties hereto as 
follows: 

ARTICLE t — SCOPE 


1. Manufacture and purchase of materials. — The Electric Company 
will manufacture or purchase materials which the Telephone Com- 
pany may reasonably require for its business and which it may order 
from the Electric Company; provided however, that nothing herein 
contained obligates the Telephone Company to purchase any ma- 
terials from the Electric Company. 

2. Delivery of materials. — The Electric Company will deliver said 
materials to the Telephone Company upon its written orders, in such 
quantities, in such manner, and at such times as the Telephone Com- 
pany may reasonably designate. 

3. Inspection of materials. — The Electric Companv, as authorized 
by the Telephone Company, will make technical and engineering in- 
spections of materials not of its own manufacture furnished by it to 
the Telephone Company. 

4. Equipment specifications and installations. — The Electric Com- 
pany will prepare such equipment specifications and perform such 
installations of materials as the Telephone Company may reasonably 
require for its business and may order from the Electric Company. 

5. Distributing storerooms. — The Electric Company will maintain 
distributing storerooms as at present established or at such points as 
from time to time may be agreed upon, for the distribution of ma- 
terials to the Telephone Company. 

6. Stocks of materials. — (a) The Electric Company will exercise due 
diligence in maintaining at all times, at its distributing storerooms, 
reasonable stocks of materials, except apparatus which must be 
specially assembled for each job (such as central office switchboards) 
and other materials which are customarily shipped direct, such as 
poles and directories. 

“Reasonable stocks” means such quantities as the Telephone Com- 
pany may reasonably require for its business, giving due considera- 
tion to variations in demand, seasonal requirements, conditions of the 
market, and length of time required to transport materials from the 
sources of supply to the Electric Company’s distributing storerooms. 

(b) The Electric Company will carry such special stocks of ma- 
terials as the Telephone Company may authorize. 

“Special stocks” means all stocks authorized by the Telephone 
Company other than or in excess of reasonable stocks. 

7. Returned materials— The Electric Company will receive and 
classify any materials which the Telephone Company may return from 
time to time, delivered f. o. b. the Electric Company’s distributing 
storerooms or other points designated by the Electric Company. 
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Such materials when received at the Electric Company’s distribut- 
ing storerooms shall be divided into classes: A, B, and C as defined 
below. Such classification shall be based on visual inspection by 
experienced storeroom employees and be subject to the approval of 
the Telephone Company. Such visual inspection is the only inspec- 
tion contemplated in the rates of remuneration specified in para- 
graph 4, article II of this agreement. Any electrical or mechanical 
inspection required by the Telephone Company on materials classified 
C by visual inspection, shall be considered as part of the repair work 
and performed under the terms of paragraph 6 (b) article II of this 
agreement. 

Class A. Surplus used returned materials not presently required by 
the Telephone Company for its own use, for which the Electric Com- 
pany has allowance prices and which can be repaired and sold by the 
Electric Company to other Bell System companies shall be classified 
A. The Electric Company will purchase such materials from the 
Telephone Company. 

Class B. Returned materials which have no value except as junk 
shall be classified B. Such materials shall, at the option of the Tele- 
phone Companv, be shipped to the Electric Company’s reclamation 
plants, or sold by the Electric Company. If advantageous for their 
economical disposition such materials shall be dismantled by the 
Electric Company at its distributing storerooms. 

Class C. All other returned materials shall be classified C. The 
Electric Company will credit the Telephone Company for, store, in- 
sure, and carry the investment in such materials until reissued to the 
Telephone Company on its orders, or otherwise disposed of with its 
approval. 

For insurance purposes, Class C materials shall be valued at fifty 
percent (50%) of current value new and shall be insured by the 
Electric Company in accordance with its current insurance practice. 

8. Transportation charges . — The Electric Company as authorized 
by the Telephone Company and insofar as practicable will pay for 
the account of the Telephone Company such of the following trans- 
portation charges as under the Electric Company’s prices and terms 
should be borne by the Telephone Company: 

(а) On shipments of materials made hereunder to the Telephone 
Company. 

(б) On shipments of materials returned from the Telephone Com- 
pany to the Electric Company’s distributing storerooms or other points 
designated by it. 

(c) On shipments of class B returned materials from the Electric 
Company’s distributing storerooms to its reclamation plants or other 
points of disposition designated bv the Electric Company. 

The Electric Company will adjust claims with carriers arising out 
of shipments hereunder. 

9. Repairs to materials . — The Electric Company will maintain repair 
shops as at present established or at such points as from time to time 
may be agreed upon and will make such repairs to returned materials 
as the Telephone Company may reasonably require. 

10. Other services . — The Electric Company will perform such other 
services as the Telephone Company may reasonably require from time 
to time. 
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ARTICLE II — PRICES AND TERMS 

1. General . — The Electric Company's prices and terms shall be as 
low as to its most-favored customers for like materials and services 
under comparable conditions. 

2. Materials, equipment specifications , and installations . — The prices 
to be paid by the Telephone Company to the Electric Company for 
materials, equipment specifications, and installations shall be those 
established from time to time by the Electric Company. Such prices 
insofar as practicable and any conditions affecting them not specifi- 
cally provided for in this article shall be included in the Electric 
Company's published price lists. Prices for materials shall include 
inspection provided for in paragraph 3, article I, of this agreement. 

3. Carrying special stocks oj materials . — For carrying special stocks 
of materials the Telephone Company will pay the Electric Company 
monthly at the rate of eight percent (8%) per annum on its average 
monthly investment in such stocks, beginning thirty (30) days after 
such materials have been placed in special stock. 

4. Returned materials. — Class A materials shall be credited to the 
Telephone Company at the Electric Company's allowance prices. 

Class B materials which are shipped to the Electric Company's 
reclamation plants shall be credited to the Telephone Company at 
the Electric Company 's allowance prices. 

The allowance prices referred to above for classes A and B materials 
shall be those established from time to time by the Electric Company. 
Such allowance prices insofar as practicable and any conditions 
affecting them not specifically provided for in this article shall be 
included in the Electric Company's published price lists. 

Class B materials which are not shipped to the Electric Company's 
reclamation plants shall be credited to the Telephone Company at the 
prices realized by the Electric Company from their sale, less remunera- 
tion for its services, other than dismantling, as follows: 

Seven percent (7%) of the amounts received by the Electric Com- 
pany before deduction of transportation charges, where deliveries 
are made to the Electric Company’s distributing storerooms. 

One percent (1%) of the amounts received by the Electric Company, 
before deduction of transportation charges, where deliveries are made 
direct to a destination designated by the Electric Company, other 
than its distributing storerooms. 

In case class B materials are dismantled by the Electric Company 
at its distributing storerooms, the Telephone Company will pay the 
Electric Company its costs of such dismantling, determined in accord- 
ance with paragraph 6 (6) of this article. 

Class C materials shall be credited to the Telephone Company at 
the Electric Company's current prices for corresponding new materials, 
except that major units of central office and multiple private branch 
exchange switchboards may be credited at valuations mutually agreed 
upon. When reissued all class C materials shall be paid for by the 
Telephone Company at the prices at which credited. 

The Telephone Company will pay the Electric Company for its 
services in connection with matenals credited as class C three and 
one-half percent (3} 2 %) of the amounts so credited and interest at a 
reasonable rate upon its investment in such materials; such interest 
to be billed monthly. 
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In case class C materials are damaged or destroyed by fire, the 
Telephone Company will reimburse the Electric Company for the 
difference between the amounts recovered by the Electric Company on 
account of insurance carried and the amounts which were credited to 
the Telephone Company for such materials, and in addition for any 
unbilled repairs to such materials. 

5. Transportation charges . — The Telephone Company will reimburse 
the Electric Company for transportation charges paid by it as pro- 
vided for in paragraph 8, article I, of this agreement. 

6. Repairs to materials . — The Telephone Company will pay the 
Electric Company for repairs provided for in paragraph 9, article I, 
of this agreement as follows: 

(а) At established prices which shall be agreed upon from time 
to time insofar as practicable and in effect on date repairs are billed 
to the Telephone Company. 

(б) For repairs not covered by established prices, at the Electric 
Company’s costs thereof determined as follows: 

Materials: At prices prescribed in paragraph 2 of this article. 

Direct labor: At actual cost. 

Indirect labor, local, and general expense: At rates applied to direct 
labor j which rates shall be agreed upon from time to time and shall be 
sufficient to cover such indirect labor and expense applicable to the 
operation of such distributing storeroom shops. 

Interest on investment: At a reasonable rate on the Electric Com- 
pany’s investment required to make such repairs. 

7. Other services . — The Telephone Company will pay the Electric 
Company for other services as provided for in paragraph 10, article I, 
of this agreement as follows: 

(а) At established prices which shall be agreed upon from time to 
time in so far as practicable. 

(б) For such services not covered by established prices, at the Elec- 
tric Company’s costs thereof determined as follows: 

Materials: At prices provided for in paragraph 2 of this article. 

Direct labor: At actual cost. 

Local and general supervision: At twenty-five percent (25%) of 
direct labor. 

Expense items: At actual cost. 

Interest on investment: At a reasonable rate on the Electric Com- 
pany’s investment required to perform such services. 

8. Payment . — As of the first of every month the Electric Company 
will render monthly statements of account which shall be due and 
payable by the Telephone Company 30 days after date of such 
monthly statements. If payment is deferred, the account shall there- 
after bear interest at a reasonable rate. 


ARTICLE III — GENERAL PROVISIONS 


1. Liability . — (a) The Electric Company shall be liable only for 
direct damages arising from failure to exercise reasonable care and 
diligence in performing its obligations hereunder. 

(b) If any materials manufactured by the Electric Company shall 
prove to be defective or if any materials furnished by the Electric 
Company and inspected as provided for in paragraph 3, article I, of 
this agreement shall prove to be not in accordance with the specifica- 
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tions, the Electric Company, at the option of the Telephone Company, 
will accept the return of such materials and allow full credit therefor 
or replace the same at its own expense f. o. b. destination of the original 
shipment to the Telephone Company. 

(c) In case the Telephone Company shall decide to abandon or 
reduce the use of or purchase from others any materials not of Electric 
Company manufacture or materials of Electric Company manufacture 
not standardized by the American Telephone and Telegraph Com- 
pany, theretofore customarily purchased from the Electric Company, 
it will give the Electric Company reasonable notice of such intention 
and will reimburse the Electric Company for any loss on account of 
any reasonable stocks thereof on hand and any reasonable commit- 
ments made by the Electric Company prior to the receipt of such 
notice in anticipation of the Telephone Company’s orders. 

2. Cancelation oj prior agreement . — This agreement as of the date 
it becomes effective supersedes the agreement between the parties 
hereto dated January 1, 1924, entitled “Standard Supply Contract” 
and all agreements supplementary thereto. 

3. Term of agreement. — This agreement shall become effective on 
the 2d day of June 1930, and shall continue in force until terminated 
by mutual consent or by 1 year’s notice in writing from either party 
to the other, or by the termination of the license from the American 
Telephone and Telegraph Company to the Telephone Company or to 
the Electric Company. 

In witness whereof, the parties hereto have caused this agreement 
to be executed by their respective officers thereunto duly authorized 
and their corporate seals to be hereunto affixed the day and year first 
above written. 

Western Electric Company, Incorporated, 
By , President . 

Attest: 

, Secretary . 

By , President . 

, Secretary . 

CONDITIONS UNDER WHICH WESTERN ELECTRIC EXTENDS THE BENEFITS 

OF THE STANDARD 8UPPLY CONTRACT TO BELL CONNECTING COM- 
PANIES 

The conditions under which we extend the benefits of the standard 
supply contract to Bell connecting companies are as follows: 

1. The licensee telephone company to which the telephone com- 
pany desiring such benefits is a subsidiaiy or a sublicensee, should 
request the Western Electric Company, in writing, to extend such 
benefits. The form of letter required together with the form of 
acceptance is attached. 

2. The telephone company for which such benefits are requested 
should be owmed or controlled by the licensee company. 

3. The telephone company for which such benefits are requested 
should have a sublicense agreement with the licensee company; or 

The volume of purchases should be sufficiently large to justify the 
Western Electric Company handling the business on the low basis of 
prices enjoyed by the licensee companies, taking into consideration 
the fact that the account carries no credit risk. 
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4. The licensee company must guarantee payment of the account 
of the subsidiary or sublicensee company. 

It is the general intent of the contract with the licensee companies 
that their purchases under it should be for their own use, and the 
same condition applies to subsidiary or sublicensee telephone com- 
panies. 

[For sublicensee companies] 

DRAFT 


Western Electric Company. 

Dear Sir: We hereby request that the standard supply contract 

entered into between us under date of be extended 

to the Company, which is owned or controlled 

by, and is a sublicensee of, this company. 

In consideration of your agreeing to the extension of such contract 
as requested, we guarantee the payment to you of all accounts which 
may become due to you from the above-named company for material 
furnished or services rendered by you under the terms of such contract. 
It is the understanding that such of the services provided in the 
standard supply contract shall be performed for the above-named 
company as it may from time to time request. 

It is further understood that this arrangement shall remain in force 
from the date of the acceptance hereof by you until terminated by 
agreement between us or by 90 days’ notice in writing from either one 
oi us to the other. 

Please advise if this is acceptable to you. 

Yours very truly, 


[For nonsublicensee companies] 
DRAFT 


Western Electric Company. 

Dear Sir: We hereby request that the standard supply contract 

entered into between us under the date of be 

extended to the Company, which is owned or 

controlled by this company and whose volume of purchases of appa- 
ratus or supplies is estimated to be about per year. 

In consideration of your agreeing to the extension of such contract 
as reguested, we guarantee the payment to you of all accounts which 
may become due to you from the above-named company for material 
furnished or services rendered by you under the terms of such contract. 
It is the understanding that such of the services provided in the stand- 
ard supply contract shall be performed for the above-named company 
as it may from time to time request. 

It is further understood that this arrangement shall remain in force 
from the date of the acceptance hereof by you until terminated by 
agreement between us or by 90 days’ notice in writing from either one 
of us to the other. 

Please advise if this is acceptable to you. 

Yours veiy truly, 
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DRAFT 

Gentlemen: We acknowledge receipt of your letter of 

requesting that the standard supply contract entered into between 

us under date of be extended to the 

Company, which is owned or controlled by you. 

We hereby give our consent to such extension under the terms and 
provisions set forth in your letter under reply. 

Yours very truly, 

Western Electric Company, Inc., 
By . 


APPENDIX 7 

[Copy] 

Agreement Between American Telephone and Telegraph 

Company and the Bell Telephone Company of Pennsylvania 

Covering Services, Licenses, and Privileges, March 26, 1931 

This agreement, dated this 26th day of March 1931, between 
American Telephone and Telegraph Company, a corporation of 
the State of New York, hereinafter called the “Licensor,” and the 
Bell Telephone Company of Pennsylvania, a corporation of the 
State of Pennsylvania, hereinafter called the “Licensee,” Witnesseth: 

Whereas the Licensee, as an Associated Company of the Bell 
System, has been and is now conducting a telephone business within 
the territory hereinafter defined under a certain license contract with 
the Licensor, particularly as evidenced by memorandum thereof dated 
April 27, 1920 and supplements thereto; and 

Whereas the agreement of the parties hereto that telephones 
manufactured under the patents of the Licensor shall be purchased by 
the Licensee for use within said territory rather than furnished and 
repaired as theretofore by the Licensor makes it desirable to state and 
reaffirm in this instrument the license and service contract relations 
which continue in force between them. 

Now, therefore, in consideration of the premises and of the 
covenants and agreements herein set forth, the parties hereto agree 
as follows: 

1. For the purposes of this agreement: 

(а) The telephone business of the Licensee is the furnishing to the 
public for compensation of telephone service within the territory of 
the Licensee as hereinafter defined. 

(б) An exchange means a system established to provide telephonic 
communication within a particular area usually within or embracing 
a city, town, or village and environs. This system consists of one or 
more central offices, together with the associated plant, including 
circuits, equipment, and telephones. 

(c) The term “exchange service” applies to telephone service within 
an exchange area. 

(d) The term “toll service” applies to telephone service between 
exchange areas. 

2. The Licensee is licensed to use within its territory all telephones 
and all telephonic devices, apparatus, methods, and systems needed 
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for its business as defined herein which are covered by patents now 
or hereafter owned or controlled by the Licensor or which it may have 
the right to authorize the associated companies of the Bell System 
to use; but no such telephone, telephonic devices, apparatus, methods, 
or systems shall be disposed of by the Licensee without consent of the 
Licensor except to those licensed by the Licensor to use them or to 
manufacturers licensed by the Licensor. 

The Licensee shall be protected and saved harmless by the Licensor 
from all actions or suits charging infringement of patents arising from 
the use of any telephones or telephonic devices, apparatus, methods, 
or systems which the Licensor may recommend. 

All rights not specifically granted to the Licensee remain to the 
Licensor. 

3. The Licensor will prosecute continuously fundamental work of 
research, investigation, and experimentation in the development of 
the art and science oi telephony and in the development of plans, 
methods, systems, and ideas designed to improve telephone service 
and to promote safety, economy, and efficiency in the equipment, 
construction, and operation of the telephone plants of the associated 
companies of the Bell System, and will direct development work by 
others for the production of materials and apparatus necessary for 
rendering the products of such work of the Licensor available for 
use by such associated companies. 

The Licensee shall have the right to use, and the Licensor will 
render available for use by the associated companies of the Bell 
System, as and when completed and standardized, all products of the 
Licensor's fundamental work of research, investigation, and experi- 
mentation, and all inventions, discoveries and patents, and all methods 
and systems covered by patents needed for the said business of the 
Licensee, and all apparatus and appliances, methods, and systems 
embodying such inventions, discoveries, and patents, and to this end, 
if any patent rights held by others in any such invention or discovery 
are necessary to make such invention or discovery available for such 
use, the Licensor will, in case such invention or discovery relates to 
telephones, acquire the requisite patent rights therein, and in case 
such invention or discovery relates to other than telephones, provide 
suitable arrangements for making the apparatus, appliances, methods, 
and systems embodying such invention or discovery available for 
use as aforesaid; provided that each such acquisition or arrangement 
can, in the judgment of the Licensor, be consummated on reasonable 
terms. 

4. The Licensor will make and maintain continuously in effect 
adequate arrangements whereby telephones and other telephonic 
devices and apparatus needed for the business of the Licensee may be 
manufactured under all patents now or hereafter owned or controlled 
by the Licensor, or under which it may have the right to grant licenses 
to others, and whereby the Licensee may purchase such telephones, 
telephonic devices, and apparatus for use in its territory and subject 
to the provisions hereof, at prices which shall be reasonable and not 
higher than the lowest prices chaiged by the manufacturer from time 
to time to others under similar circumstances 

5. The Licensor will furnish to the Licensee — 

(a) Advice and assistance in general engineering, plant, traffic, 
operating, commercial, accounting (including the auditing of accounts), 
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patent, legal, administrative, and other matters pertaining to the 
efficient, economical, and successful conduct of said business of the 
Licensee; such advice and assistance to be given by the Licensor 
through conferences with its specialists and the issuance to the 
Licensee of data and conclusions, including bulletins, books, circular 
letters, and standard specifications and drawings, and through the 
performance of specific work in cases of unusual magnitude and com- 
plexity where such work is necessary or desirable. 

(6) Advice and assistance in any financing required to be done by 
the Licensee in the extension, development, or improvement of its 
telephone system within its said territory and in the general matter 
of its finances; aid in securing funds on fair terms, as and when 
needed, for new construction and other expenditures, but not at any 
time to a greater extent than the then condition of the finances and 
credit of the Licensor may permit; active assistance in the marketing 
of the Licensee's securities; and such other necessary financial sup- 
port and assistance in the premises as will tend to serve the best 
interests of both companies. 

(c) Active assistance, cooperation, and support in connection with 
the adoption from time to time by the Licensee of such measures 
as will, in the judgment of the parties hereto, best protect and pre- 
serve the health and promote the well-being in employment of the 
employees of the Licensee and, in other ways, conserve the high 
quality of its service to the public through the maintenance of a stable, 
contented, and efficient personnel. 

6. The Licensor will maintain continuously an organization of 
specialists trained in the various branches of the work required to 
be done by the Licensor in rendering the foregoing services, of such 
numbers and possessed of such technical knowledge and experience 
as will enable said work to be so done as to relieve the Licensee from 
the necessity of attempting to perform said work for itself. 

7. The Licensor will maintain continuously, or cause to be so 
maintained, proper connections between the telephone system of the 
Licensee and the telephone systems of the other Associated Companies 
of the Bell System and between places within the territory of the 
Lcensee which the latter is not authorized to connect. 

8. The Lcensee shall have the right — 

(а) To extend to the subscribers and other patrons of the Lcensee 
and of its connecting companies writhin its said territory the privilege 
of using, upon payment of the regular tolls therefor, the connections 
herein provided between its telephone system and the telephone 
eystems of the other Associated Companies of the Bell System for 
telephonic communication between such subscribers and other patrons 
and the subscribers and other patrons of such Associated Companies 
and of their connecting companies in their respective territories. 

(б) For the betterment of the service throughout its said territory, 
to extend to its connecting companies within its said territory, on such 
terms and conditions as it may determine, the benefit of such engineer- 
ing and other technical advice and information with respect to con- 
struction, maintenance, repair, and operation of plant as the Lcensee 
may receive from the Licensor. 

The Lcensee shall not directly or indirectly connect with the lines 
of the Licensor or its appointees any telephone facilities which in the 
judgment of the Lcensor would unduly impair the quality of the 
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9. The Licensee may enjoy any of the rights-of-way and similar 
franchises of the Licensor to construct and maintain lines, which the 
Licensor can permit it to use, when and so long as in the judgment 
of the Licensor, it shall not interfere with the enjoyment tnereof by 
the Licensor or its other licensees, and may, to the extent and under 
the conditions aforesaid, use the Licensor's overhead and under- 
ground facilities for supporting or carrying wires (both open and in 
cable) upon paying a pro rata share of the cost of constructing and 
maintaining them, computed in accordance with the then-existing 
practices of the parties, or such other reasonable compensation as 
may be agreed upon. For trunk lines from the several exchange 
offices to points outside of the respective exchanges, the Licensor may 
enjoy all rights of the Licensee to construct and maintain lines which 
the Licensee can permit it to use, when and so long as, in the judgment 
of the Licensee, it shall not interfere with the enjoyment thereof by the 
Licensee or its other licensees, and may, to the extent and under the 
conditions aforesaid, use the Licensee's overhead and underground 
facilities for supporting or carrying the licensor's wires (both open and 
in cable) upon paying a pro rata share of the cost of constructing and 
maintaining them, computed in accordance with the then-existing 
practices of the parties, or such other reasonable compensation as may 
be agreed upon. The Licensor reserves the right to use telephones on 
lines connecting places in the territory of the Licensee with other places 
in said territory which the Licensee is not authorized to connect 
hereunder or with places outside said territory, or connecting places 
outside said territory with each other. The Licensee will allow the 
Licensor to connect the wires of any such lines with its said lines in 
order to constitute thereby a through line, of which the Licensee's 
lines or any part of them can form a portion or link, in order to forward 
through communications or messages; will make or permit to be made 
convenient switchboard or other connections for that purpose, and as 
compensation for such use of its lines and for making such connections 
will take a share of the through toll (terminal expenses being first 
deducted) pro rata according to distance, and will also allow any 
telephone exchange located outside the territory of the Licensee to be 
designated by the Licensor to connect with the Licensee's lines for the 
purpose and substantially in the manner and upon the terms herein 
provided in respect of such trunk-line connections. In respect of all 
communications or messages originating on its lines and which are to 
be routed or forwarded over any lines of the Licensor or its appointees, 
the Licensee shall require the patron or subscriber to bind himself to 
pay the tolls thereon and to make every communication or message 
subject to such contract, stipulations, and limitations of liability as the 
Licensor may from time to time reauire, in such form as it may from 
time to time prescribe, and will hold the Licensor harmless from all 
loss or expense consequent upon the Licensee's failure so to do. 
Whenever the consent of a commission or other public tribunal to the 
use by the Licensor or the Licensee of the plant or other facilities of 
the other is required by law, no agreement made under and pursuant 
to the provisions of this paragraph shall be effective until such con- 
sent is obtained. 

The Licensor may enter the offices and connect with the exchanges 
of the Licensee any lines to points without the territoiy of the Licensee 
or to points within said territory which the Licensee is not authorized 
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i>o connect, in order to establish communication between patrons of 
such exchanges and parties at such points reached by said lines, and 
may there operate said lines with suitable appliances; the Licensee will 

E ermit its patrons to use such lines and by its own operators will 
andle such communications or messages to and from its patrons, or 
make the proper switchboard or other connections for direct com- 
munication, as may be requested, and in such manner, not inconsistent 
with the proper conduct of its office, as the Licensor shall direct. 
But if the Licensor is not satisfied with the manner in which it is per- 
formed, it may establish its own offices and trunk and radiating lines 
for such purpose. 

10. The Licensee will cause each of its exchanges to route, over the 
lines of the Licensor and of such parties as the Licensor may from time 
to time appoint, all communications to points outside the Licensee's 
territory, or to points within said territory which the Licensee is not 
authorized to connect, originating at such exchanges, on its lines, or at 
the exchanges or on the lines of its connecting companies within its 
territory, or coming on the wires or within the control of the exchange, 
where the Licensor or its said appointees has wires and will accept 
the communications, so far as the Licensee can lawfully control the 
same and unless otherwise specially directed by its patrons, but the 
Licensee will not solicit such special directions or receive or pay tolls 
for transmission over other lines unless compellable by law so to do. 
Bach such communication on which the charge is reversed shall be 
considered as originating at the station against which the charge is to 
be made. 

The Licensee shall keep and furnish an account of each such com- 
munication, and shall collect and on demand pay over to the Licensor 
or its said appointees, respectively, the tolls for transmission beyond 
the exchange, according to such rates and rules as each shall establish, 
and shall exhibit its accounts and the tickets from which they are 
made, so far as may be proper to verify the same. The Licensee, in 
the handling of all business interchanged hereunder shall observe the 
Licensor's operator's operating methods and rules from time to time 
established for the use of its lines and shall keep such records and fur- 
nish such reports with respect thereto as the Licensor may from time 
to time reasonably request. 

Each exchange shall, if and when so requested by the Licensor make 
proper switchboard or other connection between the lines of the 
Licensor or its Licensees from points without such exchange and 
terminating in such exchange office, for the purpose thereby of making 
up a through line between points without such exchange. In respect 
of all the business referred to in this Article, the Licensee shall make no 
charge to its own subscriber or patron, but shall be entitled to 
the following compensation and none other: Upon communications 
originating at an exchange or toll station of the Licensee or of a con- 
necting company of the Licensee within its territory and passing over 
the lines of the Licensor or its appointees, compensation based upon 
the average revenue per originating message in accordance with the 
schedule of commissions set forth in Appendix A hereto attached and 
made part hereof ; said compensation to cover the use of the necessary 
switchboard and trunking and other toll terminal plant and facilities 
and all the facilities and services of an exchange furnished for and in 
connection with such communications whether to or from such ex- 
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change, except the exchange service facilities required to establish a 
connection between an exchange station and the toll terminal plant, 
for the use of which excepted facilities the Licensee is compensated by 
its rates for exchange service in such exchange. In case an exchange 
shall be required to make a switchboard connection for the purpose of 
making up a through line between points without such exchange, the 
exchange shall receive, for making such connection, such compensation 
as may be agreed upon. 

11. In consideration of the premises and for all benefits accruing to 
the Licensee hereunder, the Licensee shall pay to the Licensor a sum 
equal to two and one-half percent (2K%) of the total gross earnings of 
the Licensee, which shall be payable in monthly installments, as herein 
provided, and in accordance with the established practice of the par- 
ties hereto, and shall be computed as follows: Such total gross earn- 
ings shall be computed by adding the following accounts described and 
defined in the Uniform System of Accounts for Telephone Companies 
prescribed by the Interstate Commerce Commission: Account 500 
Subscribers’ Station Revenues, Account 501 Public Pay Station Reve- 
nues, Account 504 Private Exchange Lines, and Account 510 Message 
Tolls, and by deducting from the total thereof, Account 304 Uncol- 
lectible Operating Revenues. To such gross earnings of the Licensee, 
there shall be added an amount equal to the gross earnings, similarly 
computed, for each other telephone company operating in the territory 
of the Licensee in which the Licensee owns a majority either of the 
voting stock or of the entire capital stock; provided, however, that on 
application by the Licensee for the exclusion of all or any portion of 
such gross revenues of any such operating company the question shall 
be carefully considered and determined. 

The amount of each installment of said sum equal to two and one- 
half percent (2%%) of the Licensee’s total gross earnings due for each 
month shall be determined by such total gross earnings of the second 
preceding month, computed in the manner aforesaid, and a state- 
ment, over the signature of the proper accounting officer of the Li- 
censee, of its total gross earnings for each calendar month, computed 
in the manner aforesaid, shall be sent to the Comptroller of the Licensor, 
or to such other officer of the Licensor as it may theretofore designate, 
on or before the twenty-fifth day of the next succeeding month and 
payment in New York funds shall be made on or before the tenth day 
of the month next following, that being the month for which such pay- 
ment is due. 

The Licensee will make such reports, giving such information regard- 
ing the operations of its exchanges and lines as the Licensor may from 
time to time reasonably request. 

12. If the Licensee shall fail to pay any sums due hereunder for 
thirty days after the same shall become payable or shall violate any 
other term or condition of this agreement and shall fail to remedy 
or repair the same for sixty days after written notice thereof from the 
Licensor, the Licensor may, if it shall so elect, by written notice to 
Licensee, terminate the rights of the Licensee hereunder and may 
resort to any of its rights and remedies in law or in equity under the 
patent laws or otherwise, including the remedy by injunction against 
the Licensee or those claiming under it. 
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13. The contractual relations hereunder are personal to the Licensee, 
and any assignment or attempt to assign its rights hereunder or the 
lines established hereunder or any of them, by act of the party or 
operation of law, without the written consent of the Licensor, will be 
good ground for a cancellation hereof by the Licensor. Whenever 
the Licensor grants to others the rights for exchanges or any of its 
rights under Articles 9 and 10 hereof or for connecting lines or any 
other rights remaining to it, the stipulations hereof relating thereto 
shall be binding upon and inure to the benefit of such grantees, and 
the Licensor shall not be responsible for their acts or defaults. If the 
Licensor shall transfer to any party who shall agree to perform the 
stipulations hereof, its title to the patent rights under which telephones 
and apparatus are licensed herein, and its then existing rights here- 
under, the provisions hereof shall inure to the benefit of and be binding 
upon such party in respect of all things done or to be done after such 
assignment, as if it were named a party hereto, and the Licensor shall 
no longer be responsible hereunder. 

14. The rights of the Licensee hereunder shall be perpetual, unless 
determined as herein provided. 

15. The territory of the Licensee hereunder is the State of Penn- 
sylvania. 

The Licensee, in conjunction with the New Jersey Bell Telephone 
Company (the Licensee with respect to the State of New Jersey) shall 
have the right to use telephones, telephonic devices, apparatus, 
methods and systems licensed hereunder between any point in the 
Counties of Bucks, Chester, Delaware, Montgomery and Philadelphia 
(City and County), all in the State of Pennsylvania, and any point 
in the Counties of Atlantic, Burlington, Camden, Cape May, Cum- 
berland, Gloucester, Mercer, Ocean and Salem, all in the State of 
New Jersey; also in conjunction with said New Jersey Bell Telephone 
Company, between any point in the Counties of Adams, Berks, Blair, 
Bradford, Cameron, Carbon, Centre, Clinton, Columbia, Cumber- 
land, Dauphin, Elk, Erie, Franklin, Fulton, Huntingdon, Juniata,. 
Lackawanna, Lancaster, Lebanon, Lehigh, Luzerne, Lycoming, 
McKean, Mifflin, Monroe, Montour, Northampton, Northumberland, 
Perry, Pike, Potter, Schuylkill, Snyder, Sullivan, Susquehanna, Tioga, 
Union, Warren, Wayne, Wyoming, York, and that portion of Clear- 
field County not included within a radius of five (5) miles from the 
Post Office in the City of Dubois, all in the State of Pennsylvania, 
and any point in the Counties of Hunterdon and Warren, in the 
State of New Jersey. 

The Licensee, in conjunction with The Diamond State Telephone 
Company (the Licensee with respect to the State of Delaware), shall 
also nave the right to use telephones, telephonic devices, apparatus, 
methods and systems licensed hereunder to transact business between 
any point in the Counties of Bucks, Chester, Delaware, Montgomery 
and Philadelphia (City and County), all in the State of Pennsylvania, 
and any point in the territory of said The Diamond State Telephone 
Company. 

In witness whereof, the parties hereto have caused their respec- 
tive corporate seals to be hereto affixed and these presents to be 
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subscribed in their names and behalf by their respective officers there- 
unto duly authorized. 

American Telephone and Telegraph Co, 
By C. P. Cooper, Vice President . 

C. M. B. 

Attest: 

[seal] 

A. A. Marsters, 

Secretary. 

The Bell Telephone Co. of Pennsylvania, 
By L. H. Kinnard, President. 

Attest: 

[seal] J. H. Crosman, Jr., 

Secretary. 


Appendix A 


Average revenue per out message 

Messages from offices where the 
toll operating is done by— 

Over 

But not over 

American Co. 

Associated com- 
panies 


$0. 75 

Commission per 
out message 

$0. 112 

Commission per 
out message 

$0. 290 

$0. 75 

. 80 

. 113 

. 295 

. 80 

. 85 

. 114 

. 300 

. 85 

. 90 

. 115 

. 305 

. 90 

. 95 

. 116 

. 310 

. 95 

1. 00 

. 117 

. 315 

1. 00 

1. 05 

. 118 

. 320 

1. 05 

1. 10 

. 118 

. 325 

1. 10 

1. 15 

. 119 

.330 

1. 15 

1. 20 

. 119 

. 335 

1. 20 

1. 25 

. 120 

. 340 

1. 25 

1. 30 

. 120 

.345 

1. 30 

1. 35 

. 121 

. 350 

1. 35 

1. 40 

. 121 

.355 

1. 40 

1. 45 

. 122 

. 360 

1. 45 

1. 50 

. 122 

. 365 

1. 50 

1. 60 

. 123 

. 370 

1. 60 

1. 70 

. 124 

. 375 

1. 70 

1. 80 

. 125 

. 380 

1. 80 

1. 90 

. 126 

. 385 

1. 90 

2. 00 

. 127 

. 390 

2. 00 

2. 12^2 

. 129 

.400 

2. 12 X 

2. 25 

. 129 

. 400 

2. 25 

2. 37K 

. 131 

. 410 

2. 3 7 

2. 50 

. 131 

. 410 

2. 50 

2. 75 

. 132 

. 415 

2. 75 

3. 00 

. 133 

. 420 

3. 00 

3. 25 

. 134 

. 425 

3. 25 

3. 50 

. 135 

. 430 

3. 50 

3. 75 

. 136 

. 435 

3. 75 

4. 00 

. 137 

. 440 

4.00 

4. 50 

. 138 

.450 

For each increase 
of $0.50 add 

. 001 

.005 
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APPENDIX 8 

Court and Commission Cases Involving the License Contract 
Since Smith v . Illinois Bell Telephone Company 

282 U. S. 133, P. U. R. 1931A, 1 (1930) 

[Arranged alphabetically by jurisdictions] 

Chesapeake and Potomac Tel. Company v. Public Utilities Comm., 
62 Wash. Law Rep. 486, 490 (D. C. Sup. Ct. 1934) (upheld order of 
Commission directing capitalization of portion of license contract 
payment, but overruled Commissions disallowance of part of re- 
mainder) ; same case before the Public Utilities Commission, P. U. R. 
1931E, 193, 200; 4 P. U. R. (N. S.) 346, 353-355 (1934). 

City of Los Angeles v. Southern California Tel . Co., 14 P. U. R. 
(N. S.) 252, 269, N. 18 (Calif. R. R. Comm. 1936) (city made no issue 
of license payment, and it was included in the operating expenses). 

Southern Bell Tel. and Tel. Company v. Georgia Public Serv. Comm., 
2 P. U. R. (N. S.) 234, 237-239, 240 (N. D. Ga. 1933) (“a disallowance 
of 50 percent of the payments * * * under the contract, which 

we think complainant has failed to justify * * *”). 

Illinois Bell Tel. Co. v. Gilbert, 3 Fed. Supp. 595, P. U. R. 1933E, 
301, 313-316 (N. D. 111. 1933) (cost of holdmg funds available and 
taxes disallowed); reversed on other grounds, Lindheimer v. Illinois 
BeU Tel. Co., 292 U. S. 151 (1934). 

Chesapeake & Potomac Tel. Co. of Baltimore City v. West , 7 Fed. 
Supp. 214, 3 P. U. R. (N. S.) 241, 268, N. 15 (1934) (Fairness of 1 % 
percent payment not challenged by the Commission in this case); 
aff'd, without mention of the license contract, West v. Chesapeake cfe 
Potomac Telephone Co. of Baltimore City, 295 U. S. 662 (1935). 

Re Customers of New England Tel. and Tel. Co., 5 P. U. R. (N. S.) 
333, 337-338 (Massachusetts Department of Public Utilities, 1934) 
(“not satisfied that it [the license contract] was detrimental to the 
New England Telephone and Telegraph Company”); following a 
previous decision of the Department of Public Utilities involving the 
same company, P. U. R. 1925E, 739, 746-748. 

Re Michigan Bell Tel. Co., 10 P. U. R. (N. S.) 149, 199, 212-216 
(Michigan Public Utilities Commission, 1935) (critical comment; 
matter was still under consideration). 

Re Northwestern Bell Tel. Co., 19 P. U. R. (N. S.) 455, 458-459 
(Minnesota Railroad and Warehouse Commission, 1937) (“The 
propriety and legality of this charge is questionable and is now under 
investigation by the Federal Communications Commission”). 

Re New York Tel. Co., 14 P. U. R. (N. S.) 443, 452 (N. Y. Public 
Service Commission, 1936) (“It is possible that a thorough investi- 
gation of the * * * [License payments] might result in some 

reduction in operating expenses * * *.”) 

Ohio BeU Tel. Co. v. Public Utilities Comm, of Ohio, 131 Oh. St. 
539, 3 N. E. (2d) 475, 15 P. U. R. (N. S.) 443, 471 ff. (1936), affirming 
Ohio Public Utilities Commission's disallowance of certain items, 2 
P. U. R. (N. S.) 113, 150 ff. (1934). State Supreme Court's decision 
reversed on other grounds in Ohio BeU Tel. Co. v. Public Utilities 
Comm., 301 U. S. 292 (1937). 

Re Southwestern BeU Tel. Co., 9 P. U. R. (N. S.) 113, 122, 142 (Okla. 
Corp. Comm. 1935) (1% percent “management fee” allowed, but 
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Commission did not pass upon reasonableness of such charge); opinion 
affirmed by State Supreme Court, 71 P. (2d) 747, 19 P. U. R. (N. S.) 
391 (1937) (license contract fee not mentioned); app’l dismissed, 
U. S. Sup. Ct., Feb. 28, 1938. 

Re Southwestern Bell Tel . Co., 16 P. U. R. (N. S.) 1 , 7 (Okla. Corp. 
Comm. 1936) (“management fee” allowed). 

Re Pacific Tel . and Tel. Co., 8 P. U. R. (N. S.) 61, 88 ff. (Oregon 
Public Utilities Commissioner, 1934) (disallowed license fee as an 
operating expense; services to Oregon company and cost of performing 
those services not proved). Preliminary restraining order granted 
bv State Circuit Court, 6 P. U. R. (N. S.) 462 (1934). Public Utilities 
Commissioner reaffirmed findings and order, 8 P. U. R. (N. S.) Ill 
(1935). Circuit Court enjoined Commissioner’s order reducing rates, 
but Commissioner’s ruling disallowing license fee was sustained because 
of failure of proof as to payment for extra-contractual services, value 
and cost of contract services. 13 P. U. R. (N. S.) 337, 386-389 (1936). 
Circuit Court’s ruling on license contract payment affirmed. Pacific 
Tel . & Tel. Co. v. Wallace, 23 P. U. R. (N. S.) 65 (1938). 

City of Memphis v. Southern Bell Tel. and Tel. Co., 6 P. U. R. (N. S.) 
464, 475-476 (Tenn. R. R. and P. U. Comm. 1934) (gross revenue 
basis “economically unsound,” but percent of gross revenues allow- 
able as charge to operating expenses). 

Re Wisconsin Tel. Co., 13 P. U. R. (N. S.) 224, 259-268 (Wisconsin 
Public Service Comm., 1936) (American company did not prove the 
cost to it of rendering license contract services); reversed, Wisconsin 
Tel. Co. v. Public Service Comm, of Wisconsin, Dane County Circuit 
Court, Feb. 24, 1938. 


APPENDIX 9 


American Telephone & Telegraph Co. license-contract receipts and alleged costs 
( including the associated companies and long-lines department) 1928-1986, inclusive 


Year 

(a) 

Alleged 
license con- 
tract costs i 

(b) 

1 

License- 

contract 

receipts 

(c) 

Amounts by 
which 
receipts 
exceeded 
alleged costs * 

(d) 

1923 3 - 

$21,564,393 

$25,901,548 

$4,337,155 

1924 - 

24, 463, 992 

28, 377, 701 

3, 913. 709 

1925 

27, 551,431 

31. 965, 628 

4, 414. 197 

1926 

28, 672, 665 

31,546,703 

% 874, 138 

1927.... 

29. 582, 489 

34, 242,683 

4.660,194 

1928 - 

21,821,912 

19, 204, 161 

(2,617, 751) 

1929. 

22, 950, 405 

15. 878, 523 

(7,071,882) 

1930 

28, 789, 220 

16,511,139 

(12,278,081) 

1931 - 

27, 669, 530 

16, 135, 455 

(11,534,075) 

1932 

24, 715, 639 

14, 475, 237 

(10,240,402) 

1933 

22,323, 034 

13,059,550 

(9. 263, 4S4) 

1934.... 

22,029,066 

12. 957,975 

(9,071.091) 

1935 - 

22, 595, 167 

13,819, 198 

(8, 775, 969) 

1936 

23, 559, 679 

15,211,783 

(8,347,896) 

Total 1 

348, 288, 522 

289, 287, 284 

(59,001.238) 


i The alleged costs were taken from statements prepared by the American Co. for rate cases of certain 
associated companies. 

» Parentheses indicate that receipts were less than alleged costs. 

* 1923 is the first year for which alleged costs are stated because that was the earliest year Involved in the 
pending rate cases to which the decision in Smith v. Illinois Bell Telephone Company, 282 U. S. 133 (1930), 
was applied. The amounts given as alleged costs were taken from rate-case statements of license-contract 
costs prepared by the American Co. 
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Comptroller 1,895,462 95,223 160,410 1.433,829 108,971 1,324,858 12,056 

Treasurer: 

Servicing securities 982,431 62,876 39,685 879,870 123,182 756, 088 6,508 

Other 229. 266 10,317 218,949 16,640 202,309 1,841 

Total 1,211,697 73,193 39,685 1,098,819 139.822 958,997 8,349 
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APPENDIX 10 

Bases of apportionments of license-contract costs to long lines and Louisiana area of 
Southern Bell Telephone <k Telegraph Co., year 1936 


Item of cost 


Long lines 


Southern Bell Telephone 
Telegraph Co., State 
Louisiana 


DEPARTMENTAL COSTS 


Si 

of 


Development and research 
Operation and engineering 

Operation, general 


Personnel: 

Personnel relations 

Benefit and medical, general 
staff. 

Benefit and medical, except gen- 
eral staff. 

Public relations 

Information: 

Specific services 


Other 

Legal: 

Specific services 

Other 

Treasurer: 

Servicing securities. 


Other. 


Comptroller 

General service bureau 

Sundry items (including adminis- 
tration) 

Secretary: 

Specific services 

Other 


TAXES 


Plant in service 

Composite ratio of plant in serv- 
ice, employees, and expenses. 
Composite ratio of plant in service 
and total telephone revenues. 


Employees 

Composite ratio of plant in serv- 

► ice, employees, expenses and 
total telephone revenues. 

Supervisory services performed in 
connection with sales advertis- 
ing paid for directly by long 
lines. 

Total telephone revenues 

Work performed directly for long 
lines. 

Total telephone revenues 

Investment 


Composite ratio of plant in serv- 
ice, employees, expenses, and 
total telephone revenues. 

1 Composite ratio of plant in serv- 
ice, employees, expenses, and 
total telephone revenues. 

Work performed, relating chiefly 
to long-lines board meetings. 
Composite ratio of plant in serv- 
ice, employees, expenses, and 
total telephone revenues. 


Plant in service. 

Same factors as for long lines 
plus stations. 

Composite ratio of plant in 
service and total telephone 
revenues. 


Employees. 

Same factors as for long lines 
plus stations. 


None. 


Total telephone revenues. 

None. 

Total telephone revenues. 

Investment in stocks and 
bonds of, and advances to f 
Southern Bell Telephone & 
Telegraph Co. t allocated to 
State of Louisiana on basis 
of plant in service. 

Same factors as for long lines 
plus stations. 


Do. 


None. 

Same factors as for long lines 
plus stations. 


Massachusetts franchise 

New York excise 

New York franchise 

New York City personal property.. . 

Stamp and miscellaneous 

Social Security 


FINANCIAL COSTS 


None 

Composite ratio of plant in serv- 
► ice, employees, expenses, and 
total telephone revenues. 

Ratio of total department costs 
allocated to long lines to total 
departmental costs, excluding 
from each the billings from the 
Bell Telephone Laboratories. 


None. 

Same factors as for long lines 
plus stations. 

Composite ratio of plant in 
service, employees, expenses, 
total telephone revenues, and 
stations. 


Cost (net) of carrying investment in 
physcial property used in render- 
ing license contract services. 

Cost (net; incurred in holding funds. 
Available durine year to meat cash 
requirements of licensee com- 
panies. 

Cost (net) of temporary financing 


Composite ratio of plant in serv- 
ice, employees, expenses, and 
total telephone revenues. 

Composite ratio of plant in service 
and gross additions. 


None. 


Same factors as for long lines 
plus stations. 

Same factors as for long lines. 


None. 
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Increase in 
ratio of net 
operating 
income to 
average in- 
vestment in 
telephone 
plant result- 
ing from 
elimination 
of license 
contract 
expense 

(h-g-e) 


3 

Percent 

0 

Ratio of ad- 
justed net 
operating 
income to 
average in- 
vestment in 
telephone 
plant 

(g-f+c) 

^N«i6io«<iiQ«jcsvid«>doov«io«vid 

S 

4 

£ 

*d 

Net operat- 
ing income 
! excluding 
license con- 
tract pay- 
ments from 
operating 
expenses 

(f-b+d) 

$34,115,325 
14, 877, 087 
4,124,854 
40, 666, 812 
8. 790, 100 
17, 021,809 
500, 793 
2, 341,468 
3, 305, 425 

2, 395, 636 
1,078, 682 

13, 276, 954 
10, 824, 873 
2,360,486 
10, 447, 236 
3, 078, 047 

3, 256, 440 
15, 620, 157 

7, 104, 5H6 
21. 428, 835 
4, 377, 236 
24,815, 970 

ac 

tf 

•o 

3 

Ratio of 
net oper- 
ating in- 
come to 
average 
invest- 
ment in 
telephone 
plant 

(e-d+c) 

v i' V V »o V >o >c >o td <d 'f o <o io «5 o M rr c <r 

1 

5.40 

Net operat- 
ing income 

(d) 

$32, 353. 165 
13, 853, 740 

3, 889, 615 
37. 872, 723 

8, 157, 846 
16, 114, 282 
471,924 

2, 192, 510 

3, 106, 982 
2,272, 758 
997, 429 
12, 477, 855 
10, 278, 908 
2,227,111 

9. 947, 100 
2,911,910 
3, 024, 982 
14. 484, 594 

6, 600, 687 
20, 293, 528 
4, 068, 200 
23,353, 580 

230,951,429 

Average invest- 
ment in tele- 
phone plant 1 

(c) 

$429,096,525 
307, 266, 977 
78,938,934 
756, 350, 493 
197, 665, 327 
307, 890, 461 
8,581,801 
38, 461,211 
50, 228, 490 
34, 036, 171 
24, 796, 533 
236,327,979 
168, 932, 746 
40, 009. 530 
173,720,742 
47, 150, 621 
78,610, 393 
299, 694, 053 
133, 126, 469 
331, 686, 252 
97,711,979 
434, 458, 054 

4, 274, 641, 741 

Total license 
contract pay- 
ments 

(b) 

*$1,762,160 
1,023, 347 
235, 239 
2,794,089 
632,254 
907, 527 
28,869 
148,958 
198, 443 
122, 878 
81,253 
799, 099 
545, 965 
133, 375 

500. 136 

166. 137 
231,458 

1, 135, 563 

4 503, 899 

1, 135, 307 
309, 030 

1, 462, 390 

» 14, 857, 382 
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APPENDIX 11 

Legal Status of Separation of Property, Revenues, and Ex- 
penses Between Interstate and Intrastate Services and 
Between Toll and Exchange 

Controversies between Bell System companies and regulatory au- 
thorities on the Subject of exchange and toll or intrastate and inter- 
state apportionments have centered principally on the definition of 
what telephone services are to be covered by the exchange and toll 
Tates. The Bell Telephone companies (except the New York Tele- 
phone Co.) contended that the regular exchange rates cover the use 
of the exchange plant and its operations in connection with both the 
exchange and the toll services, the toll rates being defined to compen- 
sate the company for the use of the toll plant only. Recently State 
commissions have been somewhat divided in attitude, but as a whole 
have leaned toward the opinion that exchange rates should compen- 
sate the company for its exchange service and that toll rates should 
carry all costs of the toll sendee including the cost of the toll use of 
exchange plant. 

During the period 1920 to 1930, the board-to-board method was ap- 
proved in the majority of rate cases. It was specifically upheld by 
regulatory bodies in South Carolina, 1 Nebraska, 2 Minnesota, 3 In- 
diana, 4 Michigan, 5 Wisconsin, 6 and Rhode Island. 7 A committee of 
the National Association of Railroad and Utility Commissioners, in 
a brief presented to the Interstate Commerce Commission, stated that 
interstate toll rates were uniformly on that basis. 8 

On the other hand, the California Commission appears to have es- 
tablished local rates in Los Angeles on a station-to-station basis 9 and 
the Oregon, 10 Virginia, 11 and Missouri 12 Commissions expressed lean- 
ings toward that method although they do not appear to have estab- 
lished specific rates in accordance therewith. 

During this period, the New York Telephone Co. presented its 
case for increased exchange rates in New York State to both the public 
sendee commission 13 and the Federal court 14 on the basis of a station- 
to-station segregation of toll and exchange property and expenses. 
No apportionment of exchange revenues to the toll service was made, 
since the company regarded the toll rates as providing compensation 
for the cost oi intrastate toll sendee from subscriber’s station to sub- 
scriber^ station. A different treatment was given by the company 
to its interstate toll service over the lines of the long-lines department 
of the American Telephone & Telegraph Co., since here it was required 
by its contract with the American Co. to obtain compensation for the 
use of parts of the exchange plant for interstate long-distance calls from 

1 Re Rock Hill Telephone Company, P. U. R. 1928 E, 221. 

* Re Northwestern Hell Telephone Company, P. U. R. 1923 B, 112. 

8 Re Northwestern Bell Telephone Company, P. U. R. 1922 O, 763. 

4 Re Indiana Bell Telephone Company, P. U. R. 1922 C, 348. 

* Re Michigan State Tdephore Company. P. U. R. 1923 A. 30. 

* Re Wisconsin Telephone Company, P. U. R. 1925 D, 661. 

7 Public Utilities Commission v. New England Telephone and Telegraph Company, P. U. R. 1926 C, 307. 

I Depreciation Charges of Telephone Comfonies, 118 I. C. C. 295, 328. 

* City of Lcs Angeles v. Southern California Telephone Company. 14 P. U. R. (N. S.) 252. 

10 Re Pacific Telephone and Telegraph Company. P. IJ. R., 1924 D, 39. 

II Re Chcmprak • and Potomac Telephone Company, P. U. R., 1926 E, 481. 

11 City of Kansas v. Kansas City Telephone Company. P. U. R. 1922 A, 466. 

18 Re Neio York Telephone Company, P. U. R. 1926 E, 1. 

14 New York Telephone Company v. Prendergast, et a/., 36 Fed. (2d) 54. 
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the exchange rates. The New York Commission had rejected the 
station-to-station method in 1921, 16 and adhered to the theoiy that 
rates should be based on the State-wide rate of return produced by 
the company’s business, without giving effect to the costs of any in- 
dividual classes of service. 

The Supreme Court had occasion to consider this question in 1930 
when the Smith decision in the Chicago Rate case was handed down. 1 ® 
A Federal district court in that case had reviewed the decisions in other 
cases and had decided in favor of the board-to-board method. 17 The 
Supreme Court, however, held that that method placed an undue bur- 
den on the intrastate users of the service in favor of the interstate users 
and that it failed to recognize the respective fields of jurisdiction of 
Federal and State regulatory bodies. The Supreme Court ordered 
that segregations of plant, revenues, and expenses be made for the 
years covered by the litigation in order to determine the intrastate 
use of the Chicago property. The findings made by the Federal court 
assumed that the rates in dispute as well as the entire rate structure 
had been on a board-to-board basis and consequently allocated a por- 
tion of the exchange revenues to the interstate service following the 
allocation of plant and expenses on a station-to-station basis. There 
was no dispute as to plant and expenses, but the Illinois commission 
and the city of Chicago strenuously protested any allocation of reve- 
nues on several grounds, among them being the contentions that the 
rate-making history of the company proved that rates in Chicago had 
always been on a station-to-station basis and that the Illinois com- 
mission had no authority to fix rates for interstate service. The 
Supreme Court did not settle this conflict of views in its final disposi- 
tion of the case, nor has it since had occasion to do so. 

The 1930 decision of the Supreme Court in the Chicago ca.se has 
been interpreted differently. The Federal court, which made the 
findings required by the Supreme Court in this case, proceeded, as 
indicated above, on the assumption that rates in the past had been 
made on a board-to-board basis and that a change to the station-to- 
station basis necessitated an apportionment to the toll business of 
exchange revenues as well as of exchange plant and expenses insofar as 
consideration of the adequacy of existing and past rates was concerned. 18 
On the other hand, a majority of regulatory bodies have held that 
present and past rates and the results obtained therefrom are to be 
viewed as though the rates themselves had been established on a 
station-to-station basis. This view was upheld by a Federal district 
court in the San Antonio case. 19 The circuit court of appeals in that 
case did not decide the question, but pointed out the desirability of 
uniform action on the part of city, State, and Federal bodies in order 
to avoid injustice which might result from inconsistent treatment. 20 

In the San Antonio case the company asserted as a right of manage- 
ment the fixing of the unit of sale of its service and claimed that the 
unit of sale of exchange sendee in the past had always included the 
toll use of the exchange plant. 

1S Buck v. New York Telephone Company, P. U. R. 1921 E, 798. 

Smith v. Illinois Bell Telephone, Company, 282 U. S. 133. 

Illinois Bell Telephone Company v. Moyniban, 34 Fed. (2d) 77. 

i* Illinois Bell Telephone Company v. Gilbert. 3 Fed. Suppl. 595. 

i* Southwestern Bell Telephone Company v. City of San Antonio et al., 2 Fed. Suppl. 611. 

*• Southwestern Bell Telephone Company v. City of San Antonio et al., 75 Fed. (2d) 880. 
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The view that no apportionment to toll of the revenues from existing 
exchange rates could be justified was Xaken by the Oregon commis- 
sion, 21 but the results were disapproved by an Oregon county court on 
the ground that the commission had juggled revenues and expenses 
between the two branches of the company's business in such a way as 
to decrease the toll income, which was already inadequate. The 
Wisconsin commission 22 has prescribed exchange rates to cover the 
exchange service only, rejecting the company's claim that the ex- 
change rates should compensate it for its exchange service plus a 
portion of its toll service. Similarly, the Louisiana commission 25 
rejected an apportionment of exchange revenues to the interstate 
business to allow for the use of the exchange plant in connection with 
the interstate toll calls. The commission's decision was upheld by 
the Louisiana Supreme Court on March 1, 1937. The first two of 
these cases are still in litigation, and the rates prescribed by the com- 
missions have not yet gone into effect. In Tennessee the representa- 
tives of four cities seeking an exchange-rate reduction took a stand 
similar to that of the Wisconsin and Louisiana commissions, but the 
Tennessee commission 24 did not pass on the question. 

The Michigan commission 26 rejected the Michigan Bell Co.'s 
presentation of both the station-to-station and the board-to-board 
methods on the grounds that no allocation, according to proportionate 
time in use or relative occupancy of jointly used property, can produce 
equitable results. The commission described the relative value of 
service method according to which each service must bear its own out- 
of-pocket costs plus a share of the joint costs to be determined in 
accordance with the relative value of the different services and subject, 
of course, to the provision that the over-all return will not exceed a 
reasonable figure. Rates were not made on this basis, the proceeding 
being limited to a rejection of the company's demand for increased 
rates. At the same time, the commission stated very forcibly that it 
rejected the company's attempt to apportion a part of the exchange 
revenues into interstate commerce, a field considered by the commis- 
sion at the time (1935) to be substantially unregulated. The com- 
mission held that exchange rates in Michigan cover nothing but the 
local use of the exchange plant. On the latter point, the Michigan 
commission concurred with the views of the Wisconsin, Louisiana, and 
Oregon commissions. 

The California commission in the Los Angeles case 20 made station- 
to-station apportionments of plant and expenses, but refused to make 
any apportionment of exchange revenues to toll on the ground that 
exchange rates in Los Angeles had been established on a station-to- 
station basis in the past. 

w Re Pacific Telephone and Telegraph Company, 8 P. U. R. (N. 8.) 111. 

n In the Matter of the Statewide Investigation, etc., 13 P. U. R. (N. S.) 224. 

u Louisiana Public Service Commission v. Southern Beil Telephone and Telegraph Company, 8 P4U. R/(N. 
8 .) 1 . 

« Re City of Memphis et al. v. Southern Bell Telephone and Telegraph Co., 6 P. U. R. (N. 8.) 464. 

» Re Michigan Bell Telephone Company, 10 P. U. R. (N. 8.) 149. 

* City of Los Angeles v. Southern California Telephone Co., 14 P. U. R. (N. 8.) 252. 
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APPENDIX 12 

Comparison of BeU System patents to total existing patents in 4 representative Patent 

Office classes, Dec . 31 , 1934 

TELEPHONE 


Patent Office classification 


Class 


Subclass 


Title 


178 

179 


44 

45 

0.3 

7.1 

8.5 

9 

15 

10 

17 

18 
27 

27.5 
27. 51 

27. 52 

27.53 

27.54 

101 

103 

114 

115 

115.5 

121 

122 

170 

171 


Telegraphy — Systems — Wave Transmission 

Telegraph y — S y stems — W a ve T ransm ission — Loaded 

Circuit 

Telephony — Systems— Check Controlled 

Telephony— Systems— Register— Time Controlled 

Telephony— Systems— Register— Central Party Lino.. 
Telephony — Systems — Register— Central Automatic.. - 

Telephony— Systems— Multiplex 

Telephony— Systems— Automatic 

Telephony— Systems— Automatic— Polystation Lines . 

Telephony— Systems— Automatic— Percentage 

Telephony— Systems— Automatic— Semiautomatic 

Telephony— Systems— Automatic— Selective Switches. 
Telephony — Systems — Automatic — Selective— Rotary 

Sing. Level 

Telephony— Systems— Automatic— Selective— Multi- 
directional 

Telephony— Systems— Automatic— Selective— Panel . . 
Telephon y— Systems — A utoraatic— Selective — Cross- 

bar. 

Telephony— Telephones. 

Telephony— Telephones— Combined Rec. & Trans — 

Hand 

Telephony— Telephones— Magnetic 

Telephony— Telephones — Magnetic— Diaphragm 

Telephony— Telephones— Magnetic— Diaphragm — 

Movable Actuating Coil 

Telephony— Transmitters 

Telephony— Transmitters — Granular 

Telephony— Repeaters 

Telephony— Relays (Amplifiers) 

Total 


Percent of existing patents. 
Percent of owned patents.. 


Existing 

patents 


Bell System patents 


Number 


Number! 

owned 


Number 

unused 


739 


531 


326 


157 

99 

74 

39 

110 

160 

104 

104 

C35 

876 

14 


106 

48 


50 

131 

84 

17 

340 

472 

2 


70 

17 

24 

25 
29 
82 
22 

9 

255 

256 
2 


44 


24 


21 


68 40 

33 18 


37 

13 


98 

37 


77 

8 


76 

0 


30 9 4 

70 10 3 

118 10 7 


62 
47 
70 
213 
1, 276 


6,577 


19 

8 

17 

175 

363 


2,578 


46.2 


5 

6 
10 

101 

194 


1,600 


28.7 
62. 1 


TELEGRAPH 


2 

Telegraphy — Systems 

149 

87 

4 

Telegraphy — Svstems — Automatic — Printing 

44 

14 

4.1 

Telegraphy— Systems— Automatic— Printing— Re- 
mote Control _ 

49 

33 

5 

Tolegraphy— Systems — Automatic — Facsimile 

79 

19 

6 

Telegraphy— Systems— Automatic— Facsimile— Opti- 
cal 

365 

49 

7 

Telegraphy— Systems— Automatic— Facsimile— Photo. 
Recorder... 

126 

53 

17 

Telegraphy— Systems— Automatic— Transmitters or 
Recorders 

78 

25 

17.5 

Telegraphy— Systems— Automatic— Transmitters o r 
Recorders Storing 

31 

12 

22 

Telegraphy— Systems— Secret 

45 

25 

23 

Telegraphy— Systems — Printing 

26 

13 

27 

33 

Telegraphy— Systems— Printing— Selectors— Page 

Telegraphy— Systems— Printing— Selectors 

48 

62 

38 

43 

34 

51 

Telegraphy— Systems— Printing— Selectors— T y p e 

Wheel Recorders 

Telegraphy— Systems— Multiplex— Resonant 

23 

81 

10 

55 

52 

Telegraphy— Systems— Multiplex— Rotary Distribu- 
tor 

37 

13 

53 

Telegraphy— Systems— Multiplex— Rotary Distribu- 
tor-Synchronizers 

68 

33 

53.1 

Telegraph y —8 ystems— M ulti plex— Rotary D istribu- 
tor— Synchronizers Start Stop 

16 

9 

58 

Telegraphy— Systems — Duplex 

38 

25 

60 

Telegraphy— Svstems — Duplex— Bridge 

7 

63 

Telegraphy — Systems— Cable or Capacitv. 

137 

88 

69 

Telegraphy— Systems — Line Clearance, etc 

90 

63 

C9.5 

Telegraphy— Systems— Line Clearance— S y n c h r o - 
nizers 

07 

13 
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57 

8 

16 

14 

43 

30 

17 

7 

21 

7 

12 

25 

5 

42 

12 

17 

7 

22 

6 
57 

31 

12 
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Comparison of Bell System patents to total existing patents in 4 representative Patent 
Office classes, Dec. 31, 1934 — Continued 

TELEGRAPH-Continued 


: 

Patent Office classification 

Existing 

patents 

Bell System patents 

Class 

Subclass 

Title 

Number 

Number 

owned 

Number 

unused 


69.0 

Telegraphy— Systems— Line Clearance— Call 

9 

8 

4 


70 

Telegraphy— Repeaters 

57 

23 

19 


71 

Telegraphy— Repeaters— Automatic 

116 

74 

40 



Total 

1. 841 

832 

540 



Percent of existing patents 


45.2 

29.3 



Percent of Bell System owned patents 



65. 0 


RADIO 


250 

, 

Radiant Energy— Miscellaneous. 

41 

3 

1 


2 

Radiant Energy— Teledynamie 

lfiS 

35 

24 


6 

Radiant Energy— Teledynamie- -Radio Telephony 

2U6 

73 

3S 


8 

Radiant Energy— Telcdvnamic— Radio Telegraphy. . . 

208 

22 

14 


9 

Radiant Energy— Teledynamic— Radio Multiplex 

194 

83 

58 


10 

Radiant Energy— Teledynamic — Radio Cooperative 






Wave. . 

40 

9 

9 


11 

Radiant Energy— Teledynamic— Radio Directive.. 

334 

56 

43 


14 

Radiant Energy— Teledvnamir— Radio Portable Sets. 

125 

•f 

5 


15 

Radiant Energy— Teledynamie — Radio Repeaters 

31 

14 

13 


17 

Radiant E nergy — Teledy nam ic— A pparat us— Trans- 






mitten. 

319 

40 

20 


19 

Radiant Energy— Teledynamic— Apparatus— Trans* 






mitters Controllers ... 

108 

9 

8 


20 

Radiant Energy— Teledynamie— Apparatus— Re- 








888 

105 

75 


27 

Radiant Energy— Teledynamic — Apparatus— Receiv- 






ers— Gaseous Element 

536 

57 

31 


27.5 

Radiant Energy— Teledynamie— Apparatus— Receiv- 






ers— Gaseous Tubes 

1,769 

230 

85 


33 

Radiant Energy— Teledynamie— Apparatus— Anten- 






nae 

331 

27 

19 


36 

Radiant Energy— Oscillation Circuits i 

483 

106 

68 



Total 

5.781 

875 

511 



Percent, of existing patents 


15. 1 

8.8 



Percent of owned patents 



58.3 


SOUND RECORDING AND REPRODUCING 


16.2 

Optics— Motion Picture— with Sound Producers 

287 

18 

11 

16.6 

Optics— Motion Picture— Multiplex 

137 

7 

7 

61 

Optics — Light Valves 

62 

11 

6 

100.3 

Telephony— 1 Telegraphones— Photographic 

348 

33 

18 

100. 31 

Telephony —Telegrni>hones— Photographic— Slot U nits. 

43 

3 

3 

100. 4 

Telephony— Telegraphones— Composition 

144 

36 

24 

100.41 

Telephony— Telegraphones — Composition Recorders 





and Reproducers 

229 

20 

9 

101 

Telephony— Telephones 

37 

8 

6 

103 

Telephony— Telephones Comb. Rec. and Trans.— 




106 

Telephony— Telephones Condenser. 

9 

2 

1 

107 

Telephony— Telephones A udiphones 

61 

11 

4 

111 

Telephony— Telephones Electrostatic 

56 

4 

2 

113 

Telephony— Telephones Non-diaphragm 

11 

3 

3 

114 

Telephonv— 1 Telephones Magnetic 

70 

10 

3 

115 

Telephony— Telephones Magnetic Diaphragm 

118 

10 

7 

115.5 

Telephony— Telephones Magnetic Movab’e Actuat- 





ing Coil. 

62 

19 

5 

121 

Telephony - Transmitters. 

47 

8 

5 

122 

Telephony— Transmitters — Granular 

70 

17 

10 

171 

Telephony — Relays (Amplifier!! 

1,276 

362 

!93 

27.5 

Radiant Energy— Gaseous Element— Tubes 

1.769 

230 

85 


Total 

4.866 

821 

407 


Percent of existing patents 


16.9 

8.4 


Percent of owned patents 



49.6 
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For purposes of brevity the following abbreviations are used in the index: 

American Telephone & Telegraph Co Amer. Co. 

American Bell Telephone Co Amer. Bell. 

Associated Bell Telephone companies Assoc. Cos. 

Bell Telephone System System 

Bell Telephone Laboratories, Inc B. T. L. 

Electrical Research Products, Inc E. R. P. I. 

Federal Communications Commission F. 0. C. 

Radio Corporation of America R. C. A. 

Western Electric Co., Inc W. E. 

Western Union Telegraph Co W. II.. 

Appendix App. 

Schedule SchecL 




Absorption of independent telephone companies, policy of System 137 

Accounting practices, depreciation (System) 330 7 

Acquisition of — 

Associated and independent companies (System) 10, 354 

Franchise stock of licensees (Amer. Co.) 19, 150-* 

Independent telephone manufacturers, early attempts (System) 137 

Patents, policy of System 180 

Patents (System) 215,221 

Western Electric Manufacturing Co. (Amer. Co.)__ 7, 27 

Administration of Assoc. Cos., control by Amer. Co 115 

Advances to Assoc. Cos. by Amer. Co 428 

Advances to licensees by Amer. Co 11 

Agreement with W. U., validity of Bell patents (Amer. Co.) 123 

Altec Service Corporation: Organization and functions 409 

American Bell Telephone Co.: Organization and functions 5 

American Speaking Telephone Co 123: 

American Telephone & Telegraph Co.: 

Acquisition of — 

Franchise stock of licensees 150 

Securities of Assoc. Cos 429 

W. E 7,27 

Activities and revenues of E. R. P. I 403, 411, 415T 

Advances to — 

Assoc. Cos 428* 

Licensees IP 

Assets 44 

Assets, percentage composition 418 

Average investment 502' 

Balance sheet 71,74 

Banking control of financing 87, 431 

Bond issues, types and amounts 430 

Bonds and notes, method of marketing 431 

Canadian telephone interests 15 

Capital stock outstanding 50 

Capitalization 417' 

Capitalization, financial data 70,417 

Common stock, method of distribution 13, 94 

Consolidated balance sheet, including principal telephone subsidiaries* 79’ 

Control of Assoc. Cos. through license service contracts. 149* 

Control over licensees 18 

Control over management of subsidiaries 103 


047 


155210 — 89 - 


48 
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American Telephone & Telegraph Co — Continued. Pa *» 

Convertible bonds, analysis of 436 

Corporate history of 1 

Corporate reorganization 8 

Cost of money - 450, 452 

Depreciation practices 325 

Depreciation reserves, source of profit 337 

Development and research (B. T. L.) 16 

Dispersion of stock ownership 13, 94 

Distribution of common stock 13, 94 

Dividend payments 504 

Dividend requirements, relation to net income available 509 

Dividends, ability to maintain large payments 510 

External control of management 83 

Financial data, comparative analysis 448 

Financial practices, significance of 449 

Financial statistics _ 515 

Financing, noncompetitive banking control 431 

Functional organization 103, 108 

General department: 

Composition of revenues 493, 497 

Disposition of revenues 498 

History of depreciation practices - 326 

Income and surplus accounts — 493 

Income on paid-in captial -- 513 

Income on par value of common stock 505 

Income statements, summary by sources 492 

Investment in stock of Assoc. Cos 531 

Investments 46 

Investments in common stock of subsidiaries 46 

Liabilities — 48 

Liabilities, percentage composition 419 

License-contract costs, basis of apportionments — Appendix 10: 637 


License-contract services, allocation of computed costs. . Appendix 10: 638 

Long lines: 

Composition of operating revenues. — 526 

Earnings. — — 524 

Origin of 6 

Rate of return 527 

Toll-message business, growth of 358 

Manufacturing contract of 1882, copy of Appendix 5: 613 

Melon cutting in W. E. stock 562 

Net earnings 501 

Net income per share of capital stock 508 

Nonconvertible bonds, analysis of 435 

Plant and property, growth of 47 

Profitableness, measure of 499 

Profitableness of common stock 450 

Proxy voting by stockholders 96 

Radio broadcasting, licensing policy 390 

Radio telephony: 

Agreement with British Post Office 380 

Origin, development, and scope 376 

Policy of refusing direct service 380 

Rate of return: 

Effect of cost of money 452 

Effect of license-contract revenue 175 

Net earnings on average investment 502 

On investment in W. E 560 

Real-estate acti vities 16, 34 

Revenues, analysis of 49 

Revenues from license-contract fees 155 

Rights to subscribe to stock at par 442 

Safety of investment, common stock 449 

Selection of officers and directors 98, 100 

Stock issued at par 441 
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American Telephone & Telegraph Co — Continued. Pag« 

Stock issues 440, 441 

Stock issues at premium- 446 

Stock-market quotations on capital stock of 448 

Stock ownership in Assoc. Cos., percentage of 24 

Stock ownership in licensee companies, percentage of 24 

Stock rights, price of 444 

Stockholders, number of 60 

Subscription rights, stock at par 442 

Subsidiaries, nontelephonic 70 

Toll activities, international 376 

Antitrust-law enforcement, period of (System) 139 

Antitrust laws, effect on manufacturing contract (W. E.) 30 

Antitrust suit, cross-license agreements 230 

Assets: 

Growth of (Amer. Co. and predecessors) 44 

Growth of (By stem) 38 

Percentage composition (Amer. Co. and predecessors) 419 

Percentage composition (Assoc. Cos.) 420 

Associated Bell Telephone companies: 

Advances by Amer. Co 428 

Assets, percentage composition 420 

Balance sheets 76, 77 

Balance-sheet data 51 

Bonds, method of marketing ------ 438 

Capitalization, percentage capital stock to liabilities 418 

Consolidations 21 

Cost of money, license-contract cost 450, 453 

Depreciation reserve, percent of telephone plant 329 

Dividend payments, by companies 533 

Earnings 530 

Earnings by companies 540 

Earnings on investments 534 

Financial requirements and resources 421, 425 

Functional organization 103, 105 

Funded debt 438 

Incorporation data 24 

Liabilities, percentage composition 420 

License-contract fees 155 

License-contract payments: 

Classified by companies Appendix 10: 638 

Operating statistics Appendix 10: 638 

License contract, propriety of purported services 156 

License-service contract 147 

Loans, policy of restricting source to Amer. Co 150 

Operating and plant statistics 55 

Organization and licensing 18 

Plant and equipment design, control by Amer. Co 252,276 

Rate of return : 

By individual companies 539 

Consolidated by years 537 

Influence of plant expansion . 541 

Rental of telephone instruments from Amer. Co 495 

Revenues 55 

Sale of franchise stock to Amer. Co 150 

Securities acquired by Amer. Co 429 

Associated companies acquired by System 354 

Atlantic & Pacific Telephone & Telegraph Co.: Organization and purpose— 13 

Automatic telephone switching equipment, history of 260 

Average investment, record of W. E. and predecessor companies 548 

Average investment, stated record (Amer. Co. and System) 501 

Average life and salvage estimates, determination of (System) 335 

Balance sheet data: 

American Telephone <fe Telegraph Co 74 

Associated Bell Telephone companies 51, 76, 77 

Bell System 37 

Western Electric Co., Inc 56, 81 


Digitized by v^ooQie 



650 


INDEX 


Banking control, financing of Amer. Co 431 

Banking control of Amer. Co., history of. 87 

Basic patent on telephone, obtained by Boll 1, 215 

Bell Patent Association: Organization of 3 

Bell Telephone System: 

Absorption of independent telephone companies, policy of 137 

Acquisition of Assoc. Cos 354 

Acquisition of independent telephone manufacturers, early attempts. 137 

Acquisition of patents, policy of 213 

Assets — 38 

Average investment 501 

Balance sheet data 37 

Broadcasting: 

Policy of restricting use of facilities 389, 395, 396 

Revenue from wire facilities 398 

Capital structure 70 

Comparison of Bell System patents Appendix 12: 643 

Competition, attempts to eliminate 133 

Competition for financing 89 

Control, history of 103 

Cooperation with independent telephone companies 141 

Corporate history of 1 

Corporate structure 65 

Depreciable telephone plant, analysis of__ 329 

Depreciation 325 

Depreciation accounting practices — 330 

Depreciation engineering practices 333 

Depreciation reserve, analysis of 327 

Elimination of competition, early attempts 133 

Engineering, research, and standardization, effect of 179, 247, 249 

Excessive plant investment, due to uneconomic equipment 252 

Financial requirements and resources 425, 426 

Financing, centralization of 114, 420 

Fixed capital investment: 

Determination of Hong lines). 370 

Division of (long lines) 372 

Functional organization 103 

Government control, period of 141 

Hall memorandum, policy of acquisitions 142 

Income data 39 

Indoctrination 475 

Intercorporate relationships through security ownership 66 

Kingsbury commitment, antitrust law enforcement 139 

Liabilities 39, 419 

License-service contract, current copy of Appendix 7: 625 

License-service contract payments 155 

Net earnings 501 

Nontelephonic products leased 401 

Patents, a device of control 213 

Pension fund: 

Earnings of 470 

Investment of 463 

Pension plan 455 

Pension plan: 

Benefits, types and amounts 459 

Purpose of 455 

Plant and operating statistics 41 

Plant expansion, growth by years 134 

Political activities 487 

Predecessor companies 2 

Public relations 475 

Rate of return 502 

Refusal to connect with independents 136 

Refusal to sell equipment to independents 137 

Relations with independent telephone companies (1919-36) 141 

Relations with independent telephone manufacturer? (1919-36) 144 
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Bell Telephone System — Continued. 

Rentals, intercorporate agreements 

Research and engineering expenses, allocation of. 

Research policies, origin and significance 

Research projects, nature and cost 

Retarded development of equipment 

Scope of activities 

Separation of properties, revenues, and expense. 

Service-life determination 

Standard supply contract, copy of - - - - 

Standardization and engineering policies, origin.. 

Subsidies, periodicals and books. 

Technical activities, history of 

Telephone stations: 

Growth by years 

Purchased and sold (1912-34) 

Territory and population served 

Toll activities, domestic 

Toll business: 

Growth of 


Page 

367 

171,173,196 

179,186,205 

198 

251,252 

xxiii 

370 

336 

Appendix 6: 619 

186,247 

477 

180 

136 

140 

66 

351 

359 


Operating and plant statistics 359 

Toll facilities, joint use of 370 

Toll network, Nation-wide development of 352 

Toll services, classes of 355 

Traffic operating methods and operator loads 278 

Validity of Bell patents, agreement with Western Union 123 

Bell Telephone System control by Amer. Co. management, extent of 103 

Bell Telephone Co. (Association): Organization of 4 

Bell Telephone Co. (Corporation) : Organization of 5 

Bell Telephone Co. of Canada 15 


Bell Telephone Laboratories, Inc.: 


Expense billed Amer. Co. for research activities 199 

Functional organization 107 

Bell Telephone Securities Co.: Organization and functions. 14 

Bell Telephone stations, growth by years 136 

Board-to-board theory of rate making 370 

Bond issues, types and amounts (Amer. Co.) 430 

Bonds and notes, method of marketing (Amer. Co.) 431 

Bonds, method of marketing (Assoc. Cos.) - 438 

British Post Office, agreement on radio telephone service (Amer. Co.) 380 


Broadcasting: 

Functions of System 

Interconnections with facilities of others 


387 

396 


Licensing policy (Amer. Co.) 390, 396 

Policies restricting use of wire facilities (System) 389, 395, 396 

Revenue from wire facilities (System) 398 

Revenues to telegraph companies for leased circuits 398 

Broadcasting Co. of America: Organization 17, 393 

Byproducts activities (System) 401 

Byproducts business (W. E.) 33,401 

Capital stock outstanding (Amer. Co. and predecessors) 50 

Capital structure (System) 70 

Capitalization (Amer. Co. and predecessors) 417 

Capitalization, percentage composition of assets and liabilities (Assoc. 

Cos.) 420 

Censorship of radiotelephone messages, policy of 383 


Common stock: 

Profitableness of Amer. Co 


450 


Safety of investment (Amer. Co.) 449 

Comparison of Bell System patents Appendix 12: 643 


Comparison of prices of telephone equipment, F. C. C 

Compensation, jointly handled interstate toll business (System) 


Competition: 

Early attempts to eliminate (System) 

Elimination in radiotelephony 

Elimination of (System) 

Western Union telephone business (Amer. Co.) 


133 
379 
123, 354 
123 
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INDEX 


Pace 

Competitive bidding for System financing 90 

Competitive communications system, attempts to organize 130 

Conclusions and recommendations 597 

Consolidated balance sheet (Amer. Co. and principal telephone subsidi- 
aries) 79 

Contract of November 10, 1879, between W. U. and Amer. Co 123 

Control: 

By holding company of engineering practices, effect of (System) 249 

Of Assoc. Cos. through license service contract 149 

B. T. L. by Amer. Co., policy of 16,32, 121 

Over Amer. Co. management, history of 83 

Over Amer. Co., management's interest in 101 

Over licensees by Amer. Co 10 

Over management of Amer. Co., history of _. 83 

Over System by Amer. Co., management, scope of 103 

Convertible bonds, financial data (Amer. Co.) 437 

Corporate history of Amer. Co., summary data 4 

Corporate history of System _ 1 

Corporate structure (System) 65 

Cost-accounting system (W. E.) 284, 291, 293 

Description 284 

Expense of maintaining _ 293 

Infirmities of 293 

Recommendations regarding 601 

Cost of money: 

Relation to rate of return 452 

To American Telephone <fe Telegraph Company __ 450 

To associated companies. 453 

Cost of telephone apparatus and equipment 283 

W. E.’s costs of record, comparisons with independent manufacturers.. 302 

W. E.’s maximum permissible costs 297, 301 

Cost of telephone service: 

Delayed introduction of improved equipment. ... 251 

Depreciation 337 

Effect of engineering and standardization policies (System) 249 

Effect of standardization (System) 252 

Effect of uneconomical equipment (System) 252 

Cost studies, W. E 296 

Court and Commission cases since 1930, license service contract — 

Appendix 8: 633 

Cross-licensing agreements, patents (System) 220, 225, 387, 392, 401 

Cuban American Telephone <fc Telegraph Company: Origin and relation- 
ship with Amer. Co. 15 

Current regulatory problems 569 

De Forest radio patents, influence of 187 

Delayed introduction of improvements on equipment, effect on cost of tele- 
phone service 251 

Depreciable telephone plant, growth of (System) 329 

Depreciation. 325 

Accounting practices (System) 330 

Engineeiing practices (System) 333 

Factor in rate making 337 

Interpretation of definitions. 338 

Practices, history of (Amer. Co.) 326 

Results of practices 327 

Depreciation reserve: 

Analysis of (System) 328 

Deduction, justification in determining rate base 346 

Percent of telephone plant (Assoc. Cos.) 330 

Source of profit to Amer. Co 337 

Developments in the art of telephony: 

Patents 221 

Suppression by Amer. Co 251 
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Development and standardization of important types of telephone plant 
and equipment: 

Contact metals 254 

Cross-bar automatic system, 270 

Desk stands and switchboard cords. 255 

Exchange cable development 253 

The hand telephone set 255 

Loading of cables and open- wire lines 254 

Machine switching or automatic central-office systems 260 

Manual central-office switchboards 259 

Panel-type automatic central-office equipment 262 

Preservative tieatinent of timber 254 

Step-by-step automatic system 261 

Diamond State Co.: Organization and purpose 12 

Directories, telephone, arrangements for publishing (Assoc. Cos.) 487 

Directors and officers, method of selection (Amer. Co.) 98, 100 

Distributing houses (W. E.) 35, 64 

Distribution of common stock (Amer. Co.) 13, 14 

Dividends: 

Ability to maintain large payments (Amer. Co.) 510 

Payments by all Assoc. Cos., record of 533 

Payments, record of (Amer. Co. and predecessors) 504 

Requirements, relation to net income available (Amer. Co.) 509 

Division of revenues on jointly handled toll business (System) 362 

Earnings: 
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